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PHILIPPINES

TREE CROPS FOR RURAL DEVELOPMENT: ISSUES AND STRATEGY

EXECUTIVE SUMMARY

1. Introduction. The performance of the Philippines' agriculture sector over the past two
decades has been disappointing: low growth rates (less than 2.0% per annum, which is below the
population growth rate); limited levels of public and private investments; and deteriorating
natural resources. The management and institutional capacity of the sector has been weak
because of fragmentation and deficient co-ordination. The medium-term Philippines
development plan (MTPDP) is currently being finalized by the Government of the Philippines
(GOP), and is focusing on strategies and programs which will reduce pervasive poverty (of
which nearly 70% of the poor are located in rural areas). In parallel, the World Bank recently
finalized it's Country Assistance Strategy (CAS), which aims to support the implementation of
the MTPDP. The rural component of the CAS is focusing on (a) deepening and implementing
key rural development policy reforms; (b) enhancing investment levels and impacts in the rural
sector; (c) promoting sustainable natural resource management; and (d) strengthening of the
institutional roles, capacity and co-ordination of the agencies concerned.

2. This study has the overall objective of assisting GOP to formulate sound operational
policies and strategies which will further develop its potential in tree crop production, marketing
and processing, within a rural development and farming systems framework. It focuses on those
strategies which will expand some of the few options of smallholders for sustainable increases in
incomes and employment, as well as promoting crop diversification. There are 4 main reasons
for giving special attention to tree crops: (a) existing policies, direct and indirect, are biased
against treecrops; (b) there are some serious governance issues in the tree crop sector (especially
involving the reported US$2.5 Billion in "frozen" coconut levy funds; (c) for rural areas and
smallholders in particular, tree crops are important and traditional sources of income and
employment, represent one of the largest income generating assets (with the current stock of
trees having involved investments of about US$3.6 Billion equivalent, or about Ph. P 140
Billion), with annual re-investment requirements to maintain this stock cost about $150 Million,
and generate over US$ 1 Billion in annual foreign exchange; and (d) tree crops provide a low-
cost alternative to helping to address deforestation problems. A successful tree crop strategy
would support two of the Bank's main objectives in the Philippines: (a) poverty alleviation
through raising smallholder incomes and employment, and (b) promotion of the private sector
through creating viable opportunities to both invest and increase capacity utilization of existing
processing and marketing facilities. Accordingly, this study does not purport to "pick winners",
but rather to assess the potential for and strategies for expanding tree crop options as part of a
sustainable and pro-poverty rural development strategy. Government proposes to promote
diversification, but there are few programs to achieve this important objective. Why not build on
the unrealized potential role of tree crops, which many experts cite as the Philippines' "forgotten
child" of agriculture.
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:3. Production and Marketing. Tree crop production and processing plays an important role
in the agrarian structure and is the major source of incomes for nearly 5 million rural households.
About 45% of the total agricultural area is devoted to tree crops and about 65% of rural
households are involved in their production, either commercial or backyard. There is a strong
linkage between tree crop production and downstream processing and export; tree crop exports
earned over US$1.2 billion in 1997 (about 15% of total exports). Most tree crop farms are
relatively small. Only in the case of rubber and banana is a significant proportion of the tree
crop stand on farms of over 10 hectares.

4. In order to examine more closely the tree crop sector and the impact of policy changes
upon it, tree crop producers have been classified into nine broad types, according to the dominant
cropping system. These types, together with the estimated tree crop areas on each farm type are:
(a). Coconut - high potential (1.75 million ha, & 12.4% of rural households); (b) Coconut -
medium potential (0.8 million ha, & 6.2%); (c) Rubber - smallholder (110,000 ha, 1%); (d)
Rubber - estate (35,000 ha, 0.2%); (e) Coffee (70,000 ha, 1.0%); (f) Oil Palm - commercial
(15,000 ha, nil); (g) Fruit Trees - commercial (70,000 ha, 0.8%); (h) Mixed tree systems (1.6
Inillion ha, 27.2%); (i) Backyard - less than 0.1 hectares of tree crops per household (80,000 ha,
& 22.1%).

5. Coconut is the dominant tree crop in all respects. Coconut production has stagnated over
the past two decades at about 2.5 million tons; copra equivalent and the processing industry is
operating well below its capacity. The Philippines produces about 60,000 tons of coffee per
year. While in the past it was a significant exporter, it is now more or less in supply/demand
balance, with the domestic market. Rubber production is about 65,000 tons per year. Yield is
low, largely as a result of old tree stocks. Some 30% - 40% of production is exported. Oil palm
is presently a minor crop with about 15,000 hectares. The country has been a net importer of
palm oil and its products since 1992.

6. A wide range of fruit crops are grown, the most important being banana, whose
production is estimated at about 3.5 million tons per year. Most of the banana area is for the
local market, although there is a small but highly successful enclave production of Cavendish
bananas, resulting in exports of over 1.1 million tons for export in 1997. Mango production was
estimated at 670,000 tons in 1997. There has been considerable new plantings of mango in the
past decade, and as a result, further substantial production increases are anticipated over the next
few years.

7. International Price Prospects. For coconuts and palm oil, projections by experts (over the
next 10 years) expect continued growth in the volume of trade, but a price downturn in real
terms. Prospects for rubber prices are for an upturn, partly as a result of the depressed prices at
present. International coffee and banana prices are expected to trend downwards, while for
mangoes the likely supply upturn will be expected to cause downward pressure on export prices
unless some form of rationing (as with bananas) is practiced. With the current exchange rate, the
Philippines has a comparative advantage in all of these tree crops, although the extent will vary
according to agro-climatic areas and farming practices.

8. Institutional support services and roles for the tree crop subsector have generally been
weak and the linkage between research, extension and farmers has been limited. To some extent,
the private sector is active in the contract growing of coffee, banana and oil palm. A more
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serious constraint has been unclear, overlapping and uncoordinated roles among various
agencies, although recently there has been recent efforts by DA, DENR and DAR to coordinate
more closely as part of their "Convergence Strategy." There also has been inadequate attention to
promoting strong public and private sector partnerships, especially given that sustainable tree
crop activities are market sector-driven.

9. Government Policies. Government policies, direct and indirect, are biased against tree
crops. There also have been numerous market "failures" and imperfections which have further
constrained the fanner and investor incentives to invest in tree crops. Tree crops are often
known as the "forgotten child" of agriculture. Public sector investments have focused on
irrigated crops (primarily rice); slow implementation of land reform has contributed to investor
uncertainties, and militated against re-investment in tree crops; limited grace period for tree
crops (3 years) and the high real and nominal interest rates resulting partly from Government
macro policies have made investment in long-gestation crops unattractive. Furthermore, limited
access to logged-over land and a narrow definition of tree crops has constrained tree crop
development on former forest areas, except for rubber. GOP's adoption of the AFMA (1997),
and the new Administration's stated intentions to implement it forcefully as a key component to
reducing poverty (from 32% to 25-28% of households by 2004), imply that greater attention will
need to be placed on promoting tree crops as a strategic instrument for achieving these
objectives. However, poor sector performance and growing food imports of rice is also shifting
attention to a self-sufficiency strategy for each province (and even municipality), which could
undermine the broader AFMA and rural income objectives. There is a need for greater policy
and strategic clarity and consistency, especially to ensure adequate private sector participation.
There is a need to build on the relevant experiences of past and on-going high value crop
programs (e.g., Key Commercial Crops Development Program, Gintang Ani High Value Crops,
fumding through the Quedancor, and the newly launched Agrikulturang MakaMasa Program, or
"agriculture for the masses"). While they have merits, these programs have tended to be short-
lived (primarily due to leadership changes) and to have received limited public funds (less than
5% of the Department of Agriculture budget, which is contrary to their potential contribution).

10. Regional Experience. Other countries in the region have promoted tree crops more
actively and successfully. They have used various mechanisms to organize replanting through
agencies such as ORRAF in Thailand or RISDA in Malaysia, and have consolidated and
developed land to tree crops through agencies such as FELCRA and FELDA in Malaysia or
nucleus estate schemes (NES) in Indonesia. Recent assessments of these experiences provide
mixed results, with serious concerns regarding the need to establish appropriate institutional
arrangements which will provide sustainable support to smalIholders (e.g., Project Management
Units provide short-lived results; NESs perpetuate monopoly arrangements which are not
favorable to smallholders; there are limited successes in effective cost-recovery arrangements).
Conversely, the Philippines has relied largely on private sector initiatives with minimal support
from Government. Except for coconuts, which were largely developed spontaneously in the
1950s through 1970s, Philippine tree crop development has been limited and its export of tree
crop products is lagging behind that of the neighboring countries (Indonesia, Malaysia or
Thailand). With the devaluations resulting from the E. Asia financial crisis, tree crop producers,
processors and investors have reaped an unplanned "bonanza" in export and income earnings
from these pasts investments.
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11. From regional experiences (including some 23 case studies carried out for the
Philippines), the best approach for development of tree crops in the Philippines in future would
need to vary among the different crops. A modified NES approach would be appropriate for oil
palm development, while a project coordination unit (PCU) approach could apply to coconuts,
provided funds are made available. Rubber revitalization will require substantial replanting.
The Thai model would be most appropriate to ensure this could happen across the board, but a
semi-autonomous rubber replanting agency (or alternative institutional arrangement) would be
required, with a clearly defined source of income, to support an appropriate mix of investment
cost-sharing which would need to be provided to farmers. This would mean that a cess has to be
introduced, at least in the medium-term and, and as in Thailand, initially this could be initially
supported by ODA loans and technical assistance. Fruit tree development has been largely
private sector driven, with Governments providing primary support through improved
technologies and rural infrastructure.

12. Agronomic Potential. The Philippines is well suited to grow a wide range of tree crops.
It is at the right latitude, and has right rainfall and appropriate soils over a substantial part of the
territory. The main limiting factor to successful tree crop development is the exposure to
typhoons of much of Luzon and the Visayas, but this constraint does not affect Mindanao.
Coconuts can be successfully grown over a wide range of the Philippines, although only about a
half of the present area is in the "high potential" zone where yields of over 2.5 tons per hectare
should be achievable. Coffee can be produced widely over the country and is less susceptible to
typhoon damage than the taller tree crops. Rubber production is concentrated in Mindanao, but
the present area of 90,000 hectares could be expanded on suitable land there by a factor four. Oil
palm is presently an infant industry but performance of oil palm plantations is good and a large
expansion, up to 300,000 hectares, would be feasible in terms of land suitability and economic
viability. Mango, bananas and other fruits can all be widely grown with mango performing best
in areas with pronounced dry seasons, whereas bananas do best in areas with a year-round
rainfall. Current productivity levels for most tree crops are significantly below achievable yields
(by a factor of 3 to 10 times difference, varying according to tree crop), which reflect weaknesses
in available technologies and supporting systems. Mindanao offers the greatest potential for
flurither development (provided the security situation is further improved).

1]3. Market Prospects. On the international market, any expansion of Philippine exports could
be readily accommodated for the globally traded crops (palm oil, coconut oil, rubber, coffee,
cacao). However, because the Philippines is a major supplier of bananas and mangoes to the
Asian market and the Middle East, there is already a market determined limit on exports, and
profitable export growth will depend on growth of demand in these markets. Nonetheless, experts
generally believe that the Philippines can further develop its market "niches" in exporting high
quality fresh and processed fruits, agro-processed coconut, oil palm, and rubber products
(although this is subject to further study).

14. The domestic market prospects for the non-exportable crops are good. The expected
demand growth for fruits is 3-4% per year, resulting from population increase and higher per
capita incomes. Consequently there is likely to be an upward pressure on prices because, in the
medium-term, growth in supply (which has been about 2% for the last decade) is unlikely to
match that of demand. Only with mangoes, where in the short-term supply is likely to grow at
about 7% annually, is there expected to be a downward pressure on domestic prices. With coffee
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and oil palm, both of which would switch from being imported products to exported products if
the Philippine production expanded substantially, there would be a resultant 15 - 20% reduction
in price.

15. Economic and Financial Viability. Well-managed tree crops are economically viable at
present prices and, even in the light of projected reductions in long-run prices, they would
remain so. A major reason for the very sound economic prospects for tree crops now is the
significant peso devaluation (from P26 in 1997 to nearly P40 in mid 1998) which has reflected
directly on output price, but has had only a modest impact on total input cost (which is largely
labor). There are many site and farmer-specific factors which will determine the ultimate
comparative advantage of each tree crop, but available information suggests that suitably located
areas in the Philippines will enable it export and remain competitive in international markets for
the above mentioned tree crops.

16. The major tree crops show sound financial rates of return at projected long run prices.
The critical problem is financing planting or replanting in smallholder situations where the
smallholder does not have sufficient cash flow from the rest of his holding to cover planting
costs. Provided that mechanisms can be devised to solve this (such as inter-cropping with
suitable crops, and enhanced by appropriate investment cost sharing), tree crops are attractive to
smallholders. The incomes per man-day from farming the main tree crops, when they are
mature, are some two to four times greater than the present wage rate ( equivalent to
US$2.50/day). These can be compared with the returns from producing alternative low output
crops, such as rain fed rice or corn, which are only about the same as the rural wage rate.

17. Tree crops which are already established are highly suitable for smallholders. They have
reasonably even labor profile, good returns to labor, and tend to lead to stability in that they are
fixed assets of significant value. Furthermore, because tree crop products are linked with further
processing and exports, their production is helpful in value adding and job generation in
associated sectors. Accordingly, it is estimated that given the agronomic potential and financial
returns, total tree crop area could remain about the same, but total production, yields, and
diversification could increase substantially, with appropriate support.

18. Constraints. Tree crops are facing multiple constraints, involving policy, institutional
and financing factors (in the form of direct and indirect "biases", and market "failures"). Tree
crops require substantial financing during the establishment period. Ideally, this would be
provided as equity by farmers who would plant part of their area on a regular basis, financing it
out of current cash flow. Unfortunately, this situation does not apply in much of the Philippines.
Using long-term debt finance for tree crop development is a problem, partly because of macro
conditions (high nominal and real interest rates) and the structure of the banking sector (dealing
mainly with short-term assets and liabilities). In recent years, virtually no long-term debt
financing has been used for tree crop development, neither by commercial banks nor as part of
Landbank's agrarian lending. Debt financing is not really practicable anyway for stand-alone
investments in long-term tree crops by smallholders. (e.g., with rubber, a loan of at least 15
years would be required, with at least seven years' grace on interest and principal). For shorter-
term tree crops, such as coffee or oil palm, debt finance could be feasible, provided it was
packaged using a commercial organization as an anchor.
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19. Problems of access to land and unclear property rights are constraining tree crop
development by commercial investors. The advent of CARP has meant that there has been
virtually no replanting on most commercial estates over the past decade, and in the case of
rabber, there has been tendency to 'mine' the resources. Land titling on distributed land has
been slow, preventing such land being used as collateral. There are large tracts of logged-over
public land which technically would be suitable for tree crop production, but which are being
prevented from such prudent use by overly restrictive forest land regulations.

20. Other constraints to tree crop development include small unit size of production, low
product quality, deficient technologies, difficulties in obtaining the best planting materials, lack
of transportation and other infrastructure, and the erratic law and order situation in parts of
Mindanao.

21. Management Options. New planting and replanting of tree crops will be essential for the
tree crop sector to contribute towards smallholder development and rural industrialization. There
are a number of organizational options which can help address the land and financing
constraints, and will vary according to crop, and involve either, collectively organized systems,
or systems based on individual ownership. Collective systems include: (a) outgrowers based on
a nucleus estate (modified to break the monopoly arrangements on smallholders) which is
appropriate for oil palm; (b) centralized management through smallholder co-operatives, which
tc date has been pretty unsuccessful in the Philippines; and, (c) centralized management, either
with private sector control or else as a joint venture between the private sector and smallholders.
The private sector control arrangement has worked within the banana sector, but the joint venture
possibility (e.g., "corporatives"), which appears attractive, has still to be tested in practice.

22. Development based on individual ownership can occur with different levels of support,
varying between no support whatsoever (which is fine for large-scale commercial operations
havving their own research and development capacity), to individual farmers heavily supported by
a project management unit (PMU). The main problem with PMUs is that they tend to rely on
specific grant funding, which is not universally available, giving rise to short term inequities
between those covered by the PMU and those not, and non-sustainability in the long term. An
intermediate option is for the strengthening of existing support institutions, and using a Project
Coordination Unit to focus efforts on a particular geographical area and strengthening the
relevant institutions to provide the needed support services. Whether such strengthening can be
sufficient to catalyze development is still to be tested. Another alternative to supporting
individual development would be a scheme whereby replanting would be supported on a national
basis for specific crops (like the ORRAF scheme for rubber in Thailand). For such a scheme to
be sustainable long-term, it would need to be funded outside the GOP budget, from, for example,
through a cess on marketed products, or exports, or some form of appropriate cost sharing
arrangements.

23. Broad Strategy Options. The study has identified three broad options for tree crop
development: (a) Status Quo; (b) "Active" Development; or (c) "Pro-active" Development.
These options are associated with varying degrees of reforms and allocation of additional public
and primarily private investments. The Status Quo option could result in a decapitalization of
the costly tree crop assets, limit the adoption of one of the few options to increase rural incomes
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in a sustainable manner, and would be contrary to the thrust and intentions of the MTPDP
strategies. Accordingly, it is recommended that, as a minimum, GOP should aim to support an
"Active Development" tree crop strategy, and build up to promoting a "Pro-active" strategy as
part of a phased approach.

24. Key elements of an "Active Development" strategy would focus on removing the more
important policy, institutional and financing constraints to and "biases" and market "failures"
against tree crop development and supporting selective actions which will catalyze private sector
responses, including (with further details in para. xxxiii):

(a) clarifying "investor-friendly" modalities and timetable for broadening and
expediting the implementation of the CARP (and active promotion of various
types of viable enterprise arrangements with agrarian reform beneficiaries/ARBs
and encouraging foreign participation);

(b) providing clear and transferable land title to ARBs (which could then be used as
collateral);

(c) clarifying and implementing clearer institutional arrangements and roles for
spearheading private sector-driven tree crop development (involving DA, DAR,
DENR, LGUs, private sector associations, NEDA, PCA, possibly re-structuring
the PCA to provide an effective institutional arrangement to promote the
sustainable smallholder development of tree crops and diversification within a
farming system framework). These institutional options need to be assessed early
in the preparation period;

(d) working out other appropriate financing mechanisms to expand access of term
fmance for supporting commercially viable tree crop development (including
investment cost sharing, actions to enhance viability, reduce transaction costs and
risks in a manner which minimizes distortionary financing arrangements;

(e) working out other appropriate financing mechanisms to expand access of term
finance for supporting commercially viable tree crop development (including
removal of the lending grace period, currently limited to three years; adopting
sound investment cost sharing arrangements; actions to enhance financing
viability, to reduce financial transaction costs and risks in a manner which
minimizes distortionary financing arrangements);

(f) clarifying ownership of the massive funds/assets from the coconut levy and
establishing clear and transparent guidelines for its effective utilization; in the
meantime, actively exploring the use of ERAP Bonds to support post-harvest and
processing activities;

(g) re-assessment of DENR logged-over forest and widening the use of tree crop
options to meet forest cover requirements (rather than a narrow definition of
trees); and
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(h) arranging for the preparation of tree crop-specific operational strategies for which
the Philippines has a comparative advantages (this is not to pick "winners", but to
facilitate the identification of a menu of viable options to be chosen by producers
and investors); and formulation and implementation of a phased pilot program of
Commercial Crop and Diversification as part of GOP's emerging Rural
Development Strategies/MTPDP.

25. A "Pro-Active" strategy would involve expediting and intensifying the implementation of
above actions, spurred by additional policy and legislative reforms (outlined in para. xxxiii).
The scaling-up of the strategies and supporting actions should be adjusted according to the initial
iimplementation experiences.

26. Removal of Investment Constraints. As part of its support for tree crop development,
CJOP would need to take specific steps to remove investment barriers, covering improving land
access and security of land tenure, encouraging the development of an open land market,
improving support services to smallholders, strengthening institutional roles and arrangements,
facilitating financing (especially to enhance the financial viability, reduce transaction costs, and
sharing risks), and relaxing constraints on foreign participation.

27. Agencies and Responsibilities. A re-structured PCA is likely to be the key agency for
developing the coconut sector, generally guided by the Department of Agriculture (DA), and
supported by the Department of Science and Technology and the State Universities and Colleges.
There are no specific commodity agencies at present for the other crops. Development of these
will be supported by the appropriate sections of the DA (although a focal unit/bureau such as
Plant and Industry, needs to be designated by DA Management as one of the options, together
with a re-structured PCA to support smallholder tree crop and diversification program), but with
irncreasing private sector inputs on a commercial basis. DAR is seeking to strengthen its capacity
to foster private sector linkages to its ARBs within the ARCs and enterprise development
strategies. LBP and UCPB Foundation will continue to provide formal credit to tree crop
smallholders, through co-operatives. Commercial and rural banks will service commercial
farmers and any wholesale finance would be channeled to accredited commercial and rural
banks, by LBP. The possibility of setting up a specific rubber replanting agency or using the
transformed PCA are options which need to be further assessed. Proceeding with some type of
rubber entity should only be undertaken if there is commitment to authorizing a rubber cess or
some other means of financing it outside the regular Govermment budget (and applying the
relevant lessons from the coco levy "saga"). DENR will play a key role in endorsing the role of
a wider spectrum of viable tree species to meet the forest cover requirements, as well as
expediting land titles. In all aspects, LGUs and local producer associations should play the
primary role in supporting the implementation of the proposed program.

28. Indicative Investment Levels. Average past economic investment in tree crops has been
about US$112 million per year, of which roughly over 50% was on-farm labor. Future
requirements from "Active Development" strategy would be about US$ 150 Million per annum,
w]hereas a "Pro-active" scenario would require around US$200 million per annum. Most of
these investments would need to come from the private sector (where more than 70% is likely to
come from farmers/private sector, including labor costs, supported by commercial bank
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financing). Public sector funding will aim to support activities which involve "public goods",
including the removal of "market failures" and actions to catalyze government/LGU/private
sector/smallholder partnerships (e.g., research and extension, key infrastructure, strengthening
relevant stakeholder arrangements roles, capacities, and supporting services, sound investment
cost sharing varying by crop). The rationale for appropriate investment cost sharing is based on
the need to redress GOP-induced market distortions, market failures and imperfections, and
externalities (in terns of environmental aspects and poverty reduction). There is an urgent need
to find and sustain more cost-effective alternatives for forest cover, and to reduce rural poverty
through a sustainably viable option which will better utilize an underperforming valuable asset.

29. Even with negligible GOP support, there will be substantial investment in tree crops
(with a major portion being in the form of labor), but over half of this would be in fruit trees, and
little investments would be made in rubber and coconut. The system of financing of future tree
crop investments would vary by crop, and would be driven by private sector sources (supported
by bank loans). Oil palm and coffee could be handled largely by the private sector. Rubber
replanting requires cost sharing, given the relatively long gestation period before a positive cash-
flow is achieved. Even if no cess were introduced, the incremental cost of such a grant would be
fully recovered by Government through incremental value added tax and profits tax on the
rubber processing sector. Only with increased technical support and planting materials provided
to backyard producers, and whose output would not enter normal commerce, would there be no
cost recovery. Overall, the net fiscal impact of the proposed policy of tree crop expansion is
likely to be positive in the long run.

30. Markets and Prices. The main market implications of an expansion of tree crops would
be the likely reduction in price of coffee and palm oil as the country swings from importing to
exporting. With the main plantation crops, and even coconuts, Philippine production expansion
would have only a modest impact on world prices. On the domestic market, with the exception
of mangoes, prices will probably continue to rise for fruit crops as supply growth fails to keep
pace with demand growth in the short-term. Accordingly, the Philippines should proceed to
further identify and develop market "niches" in raw and processing form of tree crops. These
"niches" and required adaptations (by the private sector) will become clearer during the course of
embarking on the "Active Development" scenario.

31. Impact on Different Farm Types. The "Active Development" strategy would benefit all
tree crop farm types, to varying degrees. The proposed approach to removing the constraints
and catalyzing broad-based participation would also expand the income and employment options
for large numbers of smallholders ("mixed tree systems" and "backyard" tree crop farmers,
which could represent up to 50% of rural households, once the program is fully replicated).
Coconut farms would benefit from the revitalization of PCA and private sector partners, while
clarification of land ownership would encourage input usage by them. Those on the most
productive areas would be likely to replant, supported by PCA, while in medium potential areas,
the focus would be on inter-cropping. Existing rubber farms would benefit enormously from a
replanting scheme and also from medium-term financing at the start of the tapping period.
Clarification of land issues could lead to new commercial development of rubber, possibly as
joint ventures with indigenous land interests on logged-over areas. Both coffee and oil palm
farmers would benefit from long-term credit availability and oil palm in particular from



encouragement of outside investment and clarification of land issues. Commercial fruit farmers
would benefit from improved access to medium and long-term finance and for those with high
value crops, improved infrastructure (especially farm-to-market roads) would make a big
difference. Both mixed tree system farms and backyard farms would benefit from improved
applied research and market linkages with the private sector, and could also be supported by the
provision of high-quality planting material through local nurseries, also using cost sharing
arrangements.

32. Poverty, Gender and Environmental Implications. An "Active Development" strategy
vould have a positive effect on reducing poverty (having the potential of increasing farm
incomes by more than 50% for participating smallholders), enhancing environmental aspects
(through providing a needed vegetative cover and soil nutrients, while also generating a steady
income stream), and positive gender effects. For example, improved backyard tree production
will (a) help increase women's income, and hence the families. (b) improve nutrition in rural
households. The additional supplemental income will also enable these smallholders to purchase
productivity-augmenting inputs for their food crops.

P'roposed Tree Crop Development Action Plan

33. Given GOP's stated policies (under AFMA, "Agrikulturang MakaMasa" High Value
Commercial Crops Program, the Convergence Framework for Sustainable Development and
strategic thrusts of the MTPDP in reducing rural poverty in a sustainable manner), it is proposed
that GOP pursue at minimum the "Active" Tree Crop Development Strategy, and preferably the
"Pro-active" strategy. Based on this study's findings, Table I provides a summary matrix of a
riecommendedframework for an action plan which is sequenced according to on-going activities
and new initiatives (with the latter reflecting a "pro-active" strategy), and involve priority policy,
institutional and financing actions. As they are taken in the short term (within the next 1 year),
this will create the commitment, momentum, and demonstration effect to contribute to achieving
the longer term vision of the MTPDP. While efforts need to be made to prioritize the actions, the
constraints are multifaceted and therefore require a comprehensive yet focused and sequenced
approach to achieve tangible results. The main responsibilities and target timeline for
operationalizing these actions are being worked out during the course of discussing this report
and subsequent stages (and to be coordinated by the DA, to ensure adequate operationalization
and follow up); most of these actions are part of on-going initiatives and institutional strategies
by the relevant departments (especially DA, DAR, DENR, DOF, NEDA). Since this report aims
to provide farmers and investors an expanded menu of enterprise options, these are presented by
generic areas (e.g., land, finance, institutional roles) and by tree crops for which Philippines has a
demonstrated and added potential comparative advantage.
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Table 1: Summary of Recommended Tree Crop Action Plan

RECOMMENDED ACTIONS AND PRIMARY RESPONSIBILITY (IES) COMMENT OR
INDICATIVE TIMELINE

(1) Short Term Actions (part of on-going activities) Note: Proposed actions to

(a) Clarify Key Agrarian Policies: be further discussed,
sharpened by, agreed within

* GOP/DAR/DENR to provide "doable" timetables on CARP land acquisition GOP, and initiated during
program in private and public lands; 1999; specific actions and

* DAR to establish clear and concise guidelines on allowable farm target dates to be
management modalities; coordinated by the Dept. of

Agriculture, in consultation
* DENR to accelerate the rate of land titling in CARP lands; with the relevant

* GOP/DAR to address the CARP's "second generation" problems. stakeholders)

* DENR to delineate protected forestry areas (including re-evaluation of the
environmental sustainability of logged-over areas, and those lands which
could be "environmentally-safely" used for commercial trees.

(b) Rationalize and Strengthen Institutional Roles and Capacities:

* DAIDAR/DENR and participating LGUs to rationalize the current First half of 1999, as part of
institutional arrangements and roles to achieve a well-coordinated and cost- finalizing the MTPDP and
effective support to a market-driven, private sector-led tree crop preparing supporting action
development; 2 options to be assessed and decided upon (during 1999, plans
followed by implementation): designate Bureau within DA; transform PCA
to become a market-sector driven Tree Crops and Diversification
Development Board

* DA/DAR/DENR to formulate and implement appropriate operational
strategies and actions to improve and rationalize support services, especially 1999 onwards
those involving "public goods";

* DA/DOST should harness the SCUs in the above efforts and review and
adjust their budget allocations to ensure appropriate balance between grains
(e.g. rice and corn) and tree crops;

* DA/DAR/DENR and the private Sector, with support from interested
donors, to build and/or strengthen the roles and capacities of multiple
private sector groups and organizations which could help advocate for tree
crop development;

* Private Sector Participation. Promote an active role of private sector in the
distribution of inputs and good quality planting materials (facilitated by the
proposed TCDDB);

(c) Investment Cost-Sharing: GOP (DA and NEDA, in consultation with NEDA to take the lead
relevant stakeholders) needs to: during the course of

* formulate a policy on investment cost-sharing for smallholder tree crop finalizing the MTPDP
development, particularly in the early phase of tree crop immaturity; (1999)

* operationalize it for phased implementation (general principles and by
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commodity, to be updated periodically, according to implementation
experience and strategic imperatives).

(note: It is envisioned that the cost sharing would include producers,
DA/relevant LGUs, and participating banks (based on economic viability
criteria). The main rationale is: to redress the GOP-induced "market distortions;
market failures and imperfections" which mitigate against Philippines' realizing
its potential and comparative advantage in selected tree crops; to reap
environmental externalities from encouraging a wider range of options; and to
achieve sustainable poverty reduction from an income-generating asset).

(d) Expand Access to Long-term Finance:

* ][ncrease Access to Viable Tree Crop Lending: LBP and commercial banks Later in 1999
should be encouraged to promote tree crop financing, based on
commercially viable considerations. GOP, under the coordination of
ACPC, should also formulate appropriate options for tree crop collateral,
insurance, and shared cost guarantees to reduce credit risks; ACPC already
lhas convened a financing subgroup;

* Interest Rates: LBP should re-assess its interest rate policy to enable it to
compound unpaid interest on medium to long term loans. Otherwise, there Early 1999
rnay be undue bias against making them, hence limiting access to finance
for tree crops; in general, there is a need to ensure market-based interest
rates to ensure sustainable access; and

* GOP/Monetary Board to Remove Restrictions on Loan Grace Periods: the
proposal to remove the 3 year grace period should be formally approved by Overdue action (as soon as
the Monetary Board, with guidelines to be issued as soon as possible. possible)

(e) Prepare/Implement Long Term Smallholder Coconut Strategy: PCA and other stakeholders

* GOP to clarify the resources available and allocation guidelines to coconut have prepared a draft
smallholders from the coconut levy funds strategy; there is a need for

* DA/PCA to prepare a sound long term coconut development strategy and DA to provide overall
appropriate supporting policies (including the amendment to Coconut policy and strategy
Preservation Act, which currently limits sustainable crop choices to drection.
firmers);

(f) Prepare/promote private sector-led development of other tree crops: Given To begin in 1999 (some
that Ihe Philippines appears to have a demonstrated comparative advantage for crop subgroups already
other tree crops, there is a need for GOP (coordinated by DA, together with key started work)
stakeholder representatives) to formulate private sector-led strategies for other
promising tree crops (including oil palm, rubber, fruits, cacao, coffee, fast
growing timber species). This report (Annex 1 1) provides suggested initial
strategy frameworks for these crops.
(2) Proposed New Activities and Initiatives (to be initiated about early
(note: To jumpstart and sustain tree crop development as part of a broader rural 2000)
development strategy, the following strategies/actions are recommended as part
of the "pro-active development" strategy (could be initiated during 1999, but
woulid probably need to be pursued over the next three years before achieving From 2000 onwards (when
tangible results) experience is available)
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(a) Intensify/expand implementation of "Active Development Strategies:
based on the experiences in implementing the proposed actions outlined above,
to scale-up the scope of activities;

(b) Encourage the Prudent Availability of Long Term Finance: 1999 onwards (when ready)

Experience strongly suggests that given the long gestation nature of the
crops, and normal bank lending criteria, liability structures and lending
patterns, and the "market failures" involving lending for tree crops, the
provision of additional long term finance would be required to ensure
access for long term lending for viable and commercially sound tree crop
investments. Accordingly, the lending decisions would be made by banks; 1999 onwards
therefore, would not create an artificial demand for loans;

* Given the limited technical knowledge which banks have of tree crop
lending, there is a need for ACPC to take a lead in disseminating knowledge
of tree crop development, and to coordinate appropriate actions which could later in 1999 (when
enhance the viability and reduce transaction costs and risks; informnation is available)

* Given these market failures, notwithstanding the aggregate availability of
funds in the banking system, there is a need for GOP/NEDA to confirm the
need for donor funding assistance to help develop non-distortionary long
term financing mechanisms (say, using a rediscounting finance "window").
As tree crop programs get established and as the financial system continues
to mature, it is envisioned that the future funding needs could be met from
internal sources over time.

(3) Actions Requiring Legislation

Note: To promote investments as well secure access to land by small and
"landless" investors, the following legislative agenda require consideration
(over the next 3 years):

* Post-CARL. DAR to revisit CARL (RA 6657) and review its provisions that
discourage private investments; To be initiated in 1999

* Relax limits on Banana Hectarage.
* Amend the Coconut Preservation Act to remove disincentives to replanting

and good husbandry practices.

(4) Actions Requiring Constitutional Review/Amendments
As the country moves to review the 1987 constitution, the following To be initiated in 1999

provisions need closer scrutiny (over the next 2 years) as they affect tree crop
investments.

* The 40% foreign equity limits on land-related and natural resource
investments;

* The 25 & 25 year leases on public lands; and

* The regulations concerning the conversion of public lands to alienable and
disposable lands as these restrictions are inhibiting farmer choices
involving tree crop development.
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Proposed Framework for Commercial Crops Development and Diversification Program

34. On the assumption that GOP decides to address the above mentioned issues/actions as
part of taking an "active" or preferably "proactive" strategy to tree crop development, below are
outlined four broad components which could comprise a framework for guiding the preparation
of a private sector-led and phased Commercial Crop Development and Diversification Program;
it could be designed to follow a phased and pilot approach, testing various smallholder enterprise
management arrangements in selected geographical areas.

Policy and Institutional Reforms (taking a well-sequenced approach, addressing the
priority elements outlined above, and working out and implementing the preferred
institutional option(s);

* Strengthening Key Supporting Services and Capacities (with strong public and private
sector partnerships and capacities, reinforced through appropriate funding mechanisms,
including: research and extension, farmer/market linkages, market information; and support
to strengthening appropriate management/enterprise modalities/arrangements between
investors and smallholders and/or ARCs). It is expected that the national agencies
(especially DA and DAR) will provide a facilitating role, with LGUs taking a more active
role in providing support services;

* Provision of Key Infrastructure. (e.g., farm to narket roads, irrigation and drainage, based
on cost-sharing arrangements with LGUs and central agencies, such as DA, DENR and
DAR); and

* Expanded Access to Long Term Finance and Productive Investments. Emphasis would
be given to enhancing the financial viability of investments, improving the creditworthiness
of borrowers, and strengthening participating financing institutions (wholesale and retail
levels) to support viable tree crops (as part of financing a series of pilot smallholder
enterprise arrangements).

35. Suggested Next Steps (to be done concurrently over the next few months)

* Based on the constructive consultations and feedback obtained from various
groups/stakeholders on the three drafts (dated January 22, 1999, March 23, May 10, 1999,
respectively), it was revised by the study team. The review meeting was held with
GOP/private sector on June 8, 1999, chaired by the Honorable Angara, Secretary for
Agriculture. The present final version will be more broadly disseminated and used as a
framework for supporting implementation of the priority agreed recommendations;

* As part of the on-going finalization of the MTPDP, and in line with DA's strong positive
response to the study's recommendations, the Secretary for Agriculture is in the process of
establishing an inter-agency (public and private sector) Project Steering Committee (SC) and
Technical Working Group (TWG) to prepare a smallholder tree crops and diversification
program, and arranging to prepare a project concept paper/TOR for preparing such a
program; and
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* The draft TOR for preparing the program should include further technical and economic
analysis on a number of key areas to better underpin the "menu" of options (e.g., agro-
climatic "mapping" of suitable areas for tree crops; more detailed comparative analysis;
detailed marketing assessment of potential domestic and external market "niches" for
various tree crops); identification of initial "pilot" areas and smallholder enterprise schemes
(perhaps liaising with DAR and including ARBs);

* Given the cross-cutting nature of the proposed program (if GOP/DA decides to proceed),
and to give operational direction and results), the above mentioned SC and TWG will need
to liaise closely with the Committee on "Convergence Towards Sustainable Rural
Development" and the rural sector Planning Committee for the MTPDP; this will help
provide overall guidance to the TWG/subgroups and ensure integration with GOP's rural
development strategy.



I. INTRODUCTION

A. Policy and Strategy Context

1.1 The Estrada administration of the Government of Philippines (GOP) was elected in mid-
1998 with a strong mandate to tackle frontally, pervasive and growing poverty. About 32% of
the population are classified as poor (1997); two-thirds of these poor are located in rural areas,
and rely primarily on agro-based activities. GOP's Medium Term Philippine Development Plan
(MTPDP - 1999-2004), currently being finalized, is therefore focusing its strategy and
supporting programs on promoting broad-based rural growth with greater equity.

1.2 In parallel, the World Bank recently finalized its Country Assistance Strategy (CAS),
with the aim of supporting the implementation of the MTPDP. Accordingly, CAS policies and
programs would be directed towards the following:

* economic recovery following the Asian Crisis and El Nino;
* enhancing investment in human development, poverty alleviation and social

safety nets;
* accelerating environmentally sustainable rural and urban development;
• developing infrastructure in particular in the provinces to support stronger

growth;
* enabling an expansion of the private sector to generate jobs for the growing labor

force; and
* improving governance of the development agenda.

1.3 Based on recent studies and the assessment being made by the MTPDP and the CAS, the
Philippines' rural sector is characterized by the following four main constraints:

Poor Sector Performance: Agricultural growth rates during the 1990s (about 1.9% p.a.,
excluding the -6.6% growth in 1998) have been below the population growth rates (of about 2.3
% p.a.), and well below the required growth rate to reduce rural poverty. Aside from extreme
weather, the erratic and low growth rates reflect low levels of productivity, especially of
smallholders who are major contributors to agricultural GDP;

Low levels and impact ofpublic and private investments reflecting a combination of underlying
factors, including: macro-budgetary fiscal constraints which limit public investments and
counterpart funds, hence absorption of donor assistance, resulting in chronic project delays, land
reform policies which contribute to investor uncertainty; limited access to rural finance, and
weak farmer group organizations and partnerships with investors.

Deteriorating Natural Resource Use and Management: Continued deforestation due to illegal
logging and poor enforcement, slow progress in implementing sustainable reforestation
activities, dwindling fish stocks due to illegal fishing, enforcement and conservation methods;
slow progress in promoting sound and sustainable community-resource management strategies
and operational programs.

Weak Institutional Capacity, implementation performance, fragmentation and weak
coordination: This refers to the overlapping roles, uneven implementation performance and
weak capacities of the key departments in the rural sector (especially DA, DENR, DAR, LGUs).
There also has been weak coordination within GOP, NGOs and donors and between these and
the private sector.



1.4 In response to these constraints, the Bank's assistance strategy and programs in the rural
sector, as well as the strategic focus of the current Tree Crops Study, is to:-

Deepen and Better Implement Key Rural Development Policy Reforms: Promoting a more
internationally competitive agricultural sector, while ensuring that trade liberalization tradeoffs
are carefully managed; clarifying land policies and accelerating CARP implementation,
promoting institutional reforms & clarifying public/private roles in key subsectors and activities.

Increase and enhance the impact ofpublic and private investments in the rural sector: Emphasis
on: their being complementary and mutually reinforcing, promoting strong links between
investments, priority policy and institutional reforms, including more effective targeting of the
rural poor.

Promote more effective approaches to sustainable natural resources management: Involving
effective partnership arrangements (especially between GOP/LGUs, NGOs, communities, donors
and private sector); providing sustainable incentives for community-based and driven resource
management and regulation; promoting the generation and dissemination of environmentally
sustainable technologies.

Strengthen rural sector institutional roles, capacities and coordination both within GOP (DA,
DAR, DENR, NEDA), and stronger partnerships between GOP, private sector (especially private
sector financial institutions, councils/groups/associations), NGOs, LGUs, rural communities and
lonors.

B. Study Objectives and Rationale

1.5 This study on "Tree Crops for Rural Development" takes into account and contributes to
the strategic thrusts of GOP's MTPDP and the Bank's CAS, and the above mentioned
constraints, as they relates to the rural sector. More specifically, the study's overall objective is
to formulate operational policies and strategies (overall and by commodity) which will assist
the Philippines to further develop its comparative advantage potential in tree crop production,
marketing and processing. It focuses on policies and which will expand the options of
smallholders for sustainable increases in income and employment, as well as crop diversification.
The study will identify priority strategies and supporting actions (especially the policy,
institutional, financing "biases" against tree crops which need to be removed) needed to
encourage expanded and successful tree crop production and associated marketing and further
processing activities. Special attention is devoted to working out viable financing mechanisms
and strong linkages with appropriate management and enterprise arrangements other
supporting actions. The approach does not limit itself to being commodity specific, but also
views tree crop development within the framework of appropriate farning/business systems and
a recently developed rural development strategy. The study also aims to support the
implementation of GOP's Agricultural and Fisheries Modernization Act (AFMA) and the
Agrikulturang MakaMasa ("Modernized Agriculture for the Masses"), which are being given
special impetus by the new GOP. Given the neglect of tree crops (often cited as the "forgotten
child of agriculture"), the study's participatory approach also has aimed at encouraging a
Filipino-led initiative to further operationalize the recommended actions.

1.6 A successful tree crop development strategy would support two of the Bank's main
objectives in the Philippines: (a) help alleviate rural poverty, through raising smallholder
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incomes and employment; and (b) improve the private business environment by promoting
viable opportunities in marketing, processing and exports of an expanded supply of tree crop
products. The study sets out operational strategies which will enable smallholders to participate
in commercial and sustainable agricultural development in the future. The study also forms part
of the implementation the Bank's recent Rural Development Strategy and aims to help GOP
move away from a piecemeal approach to tree crop development. The strategic role of tree crops
as a key component of a rural development strategy, coupled with the market failures,
imperfections, and environmental externalities, warrant appropriate interventions to jump-start a
private sector-led program. Accordingly, it is envisaged its findings and recommendations will
provide the analytical underpinning for designing and implementing an appropriately designed
smallholder commercial crops and diversification program as part of GOP's MTPDP. If
requested by GOP and designed to help fulfill strategic objectives in the rural sector, the Bank
would consider providing appropriate assistance (and possibly other financiers, such as the
International Finance Corporation/IFC).
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II. BACKGROUND

A. Tree Crop Production in the Philippines

Importance within Agricultural Sector and Linkages with Other Sectors

2.1 Tree crops comprise a large part of Philippine agriculture. Of the 10 million ha of
farmlands, about 4.5 million ha are devoted to tree crops. It is estimated that about 70% of the
rural households have some tree crops, whether commercial or backyard. Coconut alone
accounts for 3.3 million ha; the balance are in pure or mixed stands of coffee, rubber, mango,
banana, oil palm and other crops. In 1997, tree crops contributed about 12.5% of agriculture
CGDP (see Table 2.1). The low percentage masks their importance, given their strong linkages
with other sectors, and their contribution masks their potential contribution to output primarily
because of widespread low productivity. In the 1980s, the total GDP of the major tree crops
posted a decline compared to a slight increase in total crops due to the contractions in coconut
and banana. In the 1990s, tree crops GDP increased slightly faster than total crops GDP
following the dramatic expansion in mango production (2.3% p.a. compared to 2.1% p.a.
between 1990 and 1997). Also, tree crops form a huge investment and income-generating asset
in the rural areas, such that the cost of establishing the present stock of tree crops is estimated to
be about $3.6 Billion (1998 constant prices), and the average re-investment to maintain the stock
is estimated to cost about US$ 152 M per year. The re-investments are not being to the levels
required, which essentially is eroding and "decapitalizing" an important income-generating asset.

Table 2.1. Tree Crops in Agricultural GDP (in 1997, current prices)

Gross Value Added
Crop Amount Share

(Pesos, million) (%)
Coconut 28,730 4.7

Coffee 4,520 0.9
Rubber 1,500 0.3
Mango 8,970 1.8
Banana 12,170 2.7

Subtotal: 55,890 11.5

Others (a) 4,840 1.0
Total Tree Crops 60,730 12.5

Total Crops 287,640 59.1
Total Agriculture 486,850 (b) 100.0

(a) Fruit trees, tree nuts, oil palm, etc.

(b) Including Forestry

Source: Bureau ofAgricultural Statistics (for Production Values)
National Statistical Coordination Board (for Gross Value Added)
Study Team Estimates
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2.2 Tree crops heavily contribute to agriculture exports. In 1997, products derived from tree
crops earned at least US$1.2 billion, or more than half of total agriculture exports. The potential
for further expansion exists provided the issues of improving farm productivity and
implementing selective new plantings are addressed. Moreover, tree crops have strong linkages
with agri-related industries as they supply raw materials for processing. In 1994, tree crop-
related industries generated at least P50 billion in output and P20 billion in value added
compared to P50 billion in farm value added for the same commodities.

2.3 Another important dimension of tree crops is their impact on the environment. Trees
provide vegetative cover which is compatible with and necessary for environmental
sustainability. To illustrate, in 1997, forest cover was 18% of the total land area of 30 million ha,
while major tree crops provided a further 12%. In Mindanao alone, forest is 19% of the land
area and major tree crops 20%. Annex 1 provides further details on tree crop production and
marketing features.

Tree Crops as a Strategic Instrument to Fight Rural Poverty and Promote Environmental
Conservation

2.4 Poverty: The incidence of poverty in the Philippines was not unusually high in the early
1970s, but compared to sample Asian countries, very slow subsequent progress has been made in
reducing the rate of poverty. By early 1990s, the poverty rate was dramatically higher in the
Philippines than its neighbors (see Table 2.2). In addition, income distribution in the Philippines
is extremely unequal. In 1994, the richest 20% of the population received 52% of the total
income, nearly 11 times the share of the poorest 20%, a minimal improvement from 1985 and a
deterioration since 1957.

Table 2.2: Poverty Incidence in Selected Asian Countries1

(percent)

Country Years Annual Reduction First Year Last Year

Philippines 1971-94 0.7 52 36

Indonesia 1970-90 2.0 58 19

Korea 1970-90 0.9 23 5

Malaysia 1973-87 1.6 37 14

Thailand 1962-88 1.4 59 22
Source: Gerson, Philip (1998)
1 Defined as proportion of families living below the poverty line.

2.5 The vast majority of the rural poor are engaged in farming, with the severity of poverty
greatest among the numerous landless and small farmers. Rural poverty exhibits inter-regional
differences. The incidence was highest in Mindanao, where tree crops are dominant, at almost
55% of the population in 1994, up from 50% in 1985. Luzon ranked next at 48% slightly up
from 46%. Visayas had the lowest at 44%, down from 56%. these numbers masked variations
between provisions which are greatest in Luzon and least in Mindanao. By and large, the
poverty incidence is higher in the uplands than in the lowlands.
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2.6 Among the major causes of rural poverty is low productivity. Comparative data of
average yields and "best" farm yields among tree crops indicate a large gap. This indicates that
good technologies are already available, but that they are not widely disseminated. The major
factors causing low productivity include: poor planting materials, low fertilizer usage, and poor
crop management. In coconut and rubber, the senility of tree stocks is a major contributory
factor. (Table 2.3)

Table 2.3: Average and "Best" Farm Yields of Tree Crops, 1997 (Tons/ha)

Crop Average Farm "Best" Farm Multiple
Coconut, copra 0.8 2.5 3.lx
Coffee, beans 0.4 4.0 lOx
Rubber, dry rubber 0.7 2.0 2.9x
Mango, fresh 7.4 20.0 2.7x
Banana, fresh 10.0 60.0 6x
Cacao, beans 0.5 1.5 3x

Sources: Bureau ofAgricultural Statistics; Study team Estimates

2.7 Poverty is widespread in the tree crop sector (especially where coconuts are dominant in
the fanming system). The total family income ranges from about P22,000 per year among
coconut smallholders to P46,000 among mango farmers. These compare with the poverty
threshold of P73,000 per family of five based on the international poverty benchmark of US$1
per capita per day. Table 2.4 provides comparative income estimates for various farming
systems according to dominant crop.

Table 2.4 Present Smallholder Family Incomes By Crop (Owner-operated)
in Pesos/year

At constant late 1998 prices

Crop Farm size Family Income (c) Income per ha.
Pesos

ha. Pesos Per ha.
Coconut (a) 2 21,920 10,960
Coffee 1 42,700 42,700
Rubber 2 25,800 12,900
Mango 1 46,000 46,000
Banana (b) 1 35,000 35,000
Memo items

Rainfed Rice 1.5 25,400 16,900
Corn 1.5 16,295 11,300

Source: Annex 9; Mission Estimates
(a) Tall
(b) Lakatan
(c) Farm and off-farm income

2.8 Suitability for Smallholders: Specific smallholder developments need to satisfy three
criteria for long-term sustainability. First, there must be local access to a market for the
commodity concerned, whether for eventual export, import substitution, or domestic



consumption. Second, the agro-climatic endowment of the specific area must be favorable and
lastly, the commodity be financially viable in order to attract investors.

2.9 In most cases, in the Philippines, these criteria can be fulfilled by tree crops and so they
can make an important contribution to the reduction of poverty. Once in place, tree crops are
excellent agricultural crops for smallholders. By and large, they have a reasonably even labor
profile during their prime, they give good returns to labor and once they have been established it
is highly unlikely that the product price will fall low enough for abandoning them to be
financially rational. On average, they are less susceptible to diseases than annual crops. They
are also physically stable so that they can represent valid collateral over and above bare land
value. The fact that their products are internationally marketed, often with requirements for
further processing, helps to create jobs and also links the smallholder to the marketing system,
bringing him/her into the cash economy.

2.10 Impact on Environmental Conservation: The Philippines covers a land area of 30 million
ha. In 1997, there were only 5.4 million ha of forests of which 3.5 million ha were old growth
and residual dipterocarp forests. At the same time, there were about 4.5 million ha under tree
crops. While forests cover about 19% of the total land area, tree crop cover is not far behind at
15%.

2.11 Tree crops serve as water catchments, minimize soil erosion, conserve the coastal areas
and coral reefs, and absorb carbon dioxide emissions. While they are not as efficient as forest
cover (due to relatively lower tree densities), they nevertheless support environmental
conservation given the large planted areas. They also provide renewable sources of timber such
as rubberwood and coconut lumber. In Mindanao and the Visayas in particular, there are big
problems with "cogonales" (imperata cylindrica grasslands, a fire climax vegetation which is
difficult to cultivate under farmers' conditions). Tree crops are probably the only definitive,
affordable solution to eradicate cogonales under the Philippines present social and economic
conditions, in addition to the other above mentioned environmental benefits.

Classification of Tree Crop Production By Tree Crop Farm Types

2.12 The normal methodology for classifying farms involves three criteria: (a) size of
holdings; (b) crop mix; and (c) type of management. Data collected in 1991, which classified
tree crop farms according to the main crop indicates that the majority of the tree crop producers
in the Philippines are smallholdings. Table 2.5 indicates that with coconut, coffee, banana and
mango, about 64-76% of farms are 'below 3 ha' and only about 3-5% are '10 ha and over'.
About three-quarters of all trees stocks on these farms are on units of less than 10 ha, with the 3-
10 ha category being more important than the under 3 ha category for coconut and coffee. The
reverse is the case with mango and banana on which farms, respectively, 54% and 45% of trees
are on farms of below 3 ha. Only with rubber are large farms (10 ha and over) of major
importance. These account for 12% of the number of farms and 54% of the tree stocks.
Included in this figure are 1.6% of fanns and 35% of rubber trees that are on estates of over 25
ha area.
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Table 2.5: Percent Tree Crop Farms and Tree Stocks in Each Size Category (1991)

Coconut Coffee Mango Banana Rubber
Farn Size Farns Trees Farms Trees Fanns Trees Fanns Trees Farms Trees
Under3 ha 72 27 64 31 73 54 76 45 40 11
3 ha- underlO ha 24 46 31 47 24 32 21 37 48 35
l0haandover 4 27 5 22 3 14 3 18 12 54
Totals 100 100 100 100 100 100 100 100 100 100

2.13 As a result of CARP, the proportion of smallholdings may have increased following land
distribution to ARBs. There are, however, a number of large estates which have been transferred
collectively, particularly in rubber, oil palm and banana (See Chapter II-E).

2.14 A broad classification of tree crop farm types has been made by the study team. This is
summarized in Table 2.6 (and further details are provided in Annex 2, which includes
geographical patterns of these dominant tree crop farm types). The aim of this typology is to
come up with a manageable number of farm types (10) which will provide a basis for analysis of
the primary constraints facing these farmers and for assessing the impact of different tree crop
policies and strategies (taking into account the dominant farming systems). The classification of
coconut farms (Types 1 & 2), which are widely distributed nationwide, distinguishes on the basis
of yield potential, but not according to size or management system. Many of the coconut farmers
have low levels of technology and low incomes, and future strategies should focus on the high
potential areas. Rubber farms, which are all in Mindanao due to its agro-climatic endowment,
are distinguished based on their size/management system. The smallholder mixed systems
growing pure stand rubber and often some with annual and other perennial crops are Type 3,
while rubber estates are Type 4. Coffee, mainly robusta, is grown nationwide from Cordillera in
the north to Mindanao in the south, generally under mixed systems. Type 5 represents all types
of coffee farm, both commercial, and commercially oriented smallholders who may also be
ARBs. Oil palm producers are Type 6; whether small or large, they are commercial.

2.15 Tree crop farms which produce fruit are classified as to whether they are predominately a
commercial fruit-producing business (Type 7) or whether they are mixed tree farms (Type 8).
This latter type includes the large proportion of smallholdings have mixed cropping including
tree crops. They either have intercropped trees or mixtures of pure stands in addition to annual
crops. They include multi-cropping of coconut and multi-cropping of various tree crops (coffee,
fruit trees, cacao, etc) and mixed cropping with annual crops. Those households not normally
considered to be 'tree crop farms' but which maintain backyard trees, are classed as Type 9.
These are either fanns where temporary crops (rice, corn, vegetables, etc.) are grown in much of
the farm area or non-farm households maintaining small areas of backyard tree crops. Finally,
there are some farms which have no tree crops at all (Type 10).

2. 1 6 Altogether, there are about 4.5 million ha of tree crops or 45% of total farm area. Some
65% of the rural households have tree crop plantings as primary or secondary sources of
incomes. Given that each of the farm types have differing socio-economic profile and
constraints, future operational strategies will need to be tailored to address such constraints by
providing a "menu" of technologies and organizationallmanagement forms which will enable
farmers to utilize the potential in a financially viable manner.
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Table 2.6: Classification of Tree Crop Farm Types

Farm T Tree No. Of % of
I ~~~~~~~~~~Crop

Farm Type1 Description Area Area Rural Rural
(In '000 Ha) HH ('000) HH

1. Coconut - High Potential Coconut areas with high productivity 1,850 1,750 840 12.4
potential due to favorable agro-climatic
endowment. Intercrops are secondary. In
some cases, part of the area would be
planted to other crops (i.e. temporary
crops). With proper technology and
management, average yield of more than
2.5 ton copra/ha is attainable.

2. Coconut - Medium Coconut areas with medium productivity 900 800 420 6.2
Potential potential due to less favorable agro-

climatic endowment. Intercrops are
secondary. In some cases, part of the area
would be planted to other crops (i.e.
temporary crops). With proper technology
and management, average yield of 1.5-2.5
ton-copra/ha is attainable.

3. Rubber - Smallholder Pure stand rubber as main crop. Some 130 110 65 1.0
temporary crops are grown on part of the
farm.

4. Rubber - Estatest, (D) Pure stand rubber but with a farm size 35 35 13 0.2
over 25 ha

5. Coffee Pure stands/coffee as main crop. 120 70 65 1.0
Temporary crops are grown on part of the
farm. Includes commercial and
commercially-oriented smallholders

6. Oil Palm - CommercialP' Plantations and growers 15 15 3 Nil
7. Fruit Trees - Commercial(') Banana, mango, citrus, durian, etc., grown 70 70 52 0.8

on a commercial basis on specialist farms.
8. Mixed Tree System Farms with multi-cropping of tree crops 3,100 1,600 1,850 27.2

(coconut, coffee, fruit trees, cacao, etc.)
and with more than 0.1 ha tree crops. In
most cases, temporary crops are grown on
part of the farm

9. Backyard Areas with less than 0. I ha of tree crops. 780 80 1,500 22.1
Includes both farm households mainly
growing temporary crops, and non-farm
households with backyard trees. In both
cases multi-cropping of tree crops is
mostly practiced.

Subtotal Tree Crop Farms 7,000 4,530 4,808 64.6
10. Farms with No Tree Crops 3,000 2,634 35.4
GRAND TOTAL 10,000 4,530 7,442 100.0
Tree Crop Area as a percentage 45%
of Total Farm Area

1 Represents the dominant farming systems of farms with or without tree crops. These types have varying socio-economic profiles and

constraints, which will require varying operational strategies and supporting activities (to be worked out in next phase of work).

(a) Number of households include farm workers in estates and commercial fruit trees.

(b) Include ARB plantations

Source: National Statistics Office, Census of Agriculture 1991
Bureau ofAgricultural Statistics
Study team Estimates
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B. Production, Processing, Marketing, Trade and Consumption of Main Tree Crops

2.17 Overview: The Philippines has favorable agro-climatic conditions which have enabled it
to produce, process and market a wide variety of tree crops. While coconuts dominate, there are
cither important tree crops which are becoming increasingly important, and which have favorable
agronomic, economic and market potential for expansion. This section provides background
information on current production, processing, marketing, trade and consumption patterns, and
emerging issues which form the subject of the report. Annex 1 provides further details.

Coconut

2.18 Production has practically stagnated over the last two decades due to minimal increase in
areas and falling productivity. Production is concentrated in Mindanao, South Luzon and
E,astern Visayas. Between 1980 and 1997, the share of Mindanao dramatically increased from
54% to 62% of total while that of Luzon fell from 32% to 23%.

2.19 Coconut involves heavy processing into various products for both the domestic and
export markets. Copra is crushed into crude coconut oil and further refined. The major exports
are crude and refined oils. Refined oil is also converted into cooking oil for domestic use or
further processed into oleo-chemicals. Copra meal, a by-product for animal feeds, is mainly for
export. Desiccated coconut, derived from the processing of raw nuts, is also an important export.
There are some 87 oil mills with a total capacity of about 16,200 tons/day, or 4.9 million
tons/year of copra. Because of the short supply of raw materials, the overall capacity utilization
was only 46% in 1997. While over 60% of production is from Mindanao, the region accounts
for only 46% of the crushing capacity. By contrast, Luzon has only 23% of production but
accounts for 39% of capacity.

2.20 Coconut is primarily a smallholder crop. Its marketing channel is multi-layered and
fairly complex. Copra comes in various grades, depending on moisture content and nut maturity.
The benchmark grade is resecada, containing 6% moisture or less. The bulk of copra is sold to
village buyers who in turn sell to town buyers who then sell to provincial buyers before copra
reaches the mills. Copra pricing is largely influenced by world prices of coconut oil as well as
domestic copra supply conditions. Copra deliveries to the mill are subject to quality discounts
based on moisture content, nut maturity and impurities.

2.21 Products derived from coconuts earned almost US$800 million in exports in 1997, or
almost 40% of total agriculture exports. Coconut oil contributed about 77% while desiccated
coconut was a distant second at 10%. Europe and the United States are the key markets of
coconut products. They account for about 85% of coconut oil exports and 70% of copra meal
and desiccated coconut. On the other hand, Japan is the major destination for coconut shell
charcoal and activated carbon. Export has no apparent trend as it is heavily dependent on
production performance. (The Philippines is the world's largest exporter of coconut products
with over half of the market in most years).

2.22 About 70 to 80% of coconut production is destined for export; the balance is for domestic
consumption for food and industrial use. Domestic consumption is generally on a long-term
uptrend.

2.23 Emerging Issues and Implications. The low productivity and the increasing senility of
coconut tree stock will further lead to production decline. Unless pro-active actions are
undertaken for fertilization and replanting, the already high incidence of poverty in coconut
areas (about 30% of farm lands) will continue to increase. Moreover, copra supply to the



already under-utilized mills will decrease. At the same time, export of coconut products (about
40% of agricultural export) will fall.

Coffee

2.24 Production gains were posted in the 1980s but declines were registered in the 1990s.
Average productivity of only 400 kg. of green beans per ha is low compared to field potential of
4,000 kg. Between 1980 and 1997, there was a significant shift in production to Mindanao
whose share rose to 70% from 58% while those of Luzon and the Visayas registered declines.

2.25 There are few coffee processors in the Philippines. Most domestically purchased coffee
is processed into soluble coffee and marketed in retail packs. Nestle Philippines dominates with
about 80% of market share.

2.26 Like coconut, coffee is largely a smallholder crop. Farmers sell dried cherries to village
traders which in turn sell to buying agents. Buying agents and some cooperatives dehusk the
cherries to obtain green beans. Coffee price is influenced by the world market prices, adjusted
for internal costs and tariffs, but at present, it is well below import parity and well above export
parity.

2.27 Coffee exports have dramatically declined from the peak years of the 1980s. Bean
exports reached almost 43,000 tons (US$120 million) in 1986 but subsequently fell to only 540
tons in 1997. The major factor was the collapse of the International Coffee Agreement in 1989,
where the Philippines had 0.8% of the high-priced global quota.

2.28 Domestic consumption of coffee is relatively low at 0.8 kg/person in 1997. Consumption
has been generally on the uptrend, and is now about 49,000 tons per year.

2.29 Emerging Issues and Implications. Expanded rejuvenation and selected plantings in pure
and mixed stands are imperative. Otherwise, in face of strongly growing demand, and the
present poor productivity of coffee, the Philippines will become a net importer of coffee.

Rubber

2.30 Natural rubber production reached about 65,000 dry rubber in 1997. The average yield of
about 700 kg. dry rubber/ha appears low by international standards. The low yield is attributed
to the high senility of tree stocks, poor clone selection, and inadequate crop management.
Industry experts noted that planted areas in Mindanao have stagnated due to cutting of senile
trees and limited replanting.

2.31 Raw rubber, mostly in cuplumps bought from farmers, are mostly processed into crumb
rubber. There are about 24 crumb rubber lines in the country with total capacity of 7,200
tons/month. Present capacity utilization is only 40%. About 85% of rubber production is Crumb
20. The three automotive tire companies consume some 40% of the domestic supply. The other
domestic processors make diverse products such as bicycle tires, shoe soles, belts, bushings, etc.

2.32 About 30% to 40% of rubber production is exported (mostly for re-export), with
Malaysia, China and Singapore as the main markets. Philippine rubber quality is generally poor.
In the export market, standard Philippine rubber is normally discounted by about US$50/ton
from the standard Malaysian rubber. Raw cuplump is also exported. In 1996, rubber exports
reached 33,600 tons, dry basis valued at US$33.8 million.
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2.33 Since 1980, domestic consumption rose from less than 25,000 tons dry rubber equivalent
to its peak of 47,000 tons in 1996. The import of rubber products (e.g., tires) has significantly
increased due to lowering of import duties and this will affect domestic usage in the future.
Blecause of the increasing senility of the national stand of rubber trees, if there are not significant
replantings, the country is likely to turn into a net importer in less than a decade.

2.34 Emerging Issues and Implications. The increasing senility of rubber farms and the lack
of replanting will turn the country from a net exporter to net importer in less than a decade. A
more immediate concern is the lack of financing and management-know of ARB plantation
cooperatives. Formulating and implementing a well-designed strategy will turn the country into
a sizable exporter in the next 15 years.

Oil Palm

2.35 Oil palm is grown in Mindanao due to its ideal agro-climatic endowment. There are
about 15,000 ha planted in two estates in Agusan; and another in Sultan Kudarat having a major
olutgrowers program. Another project, a joint venture with the Malaysian Pilgrims Board, is
reportedly under development in Lanao del Sur.

2.36 Production reached about 70,000 tons CPO in 1997 from only 15,000 tons in 1980. The
estates operate their own mills and directly market their products to refiners and downstream
users in Manila. Pricing of CPO follows world prices, adjusted for internal costs and import
duties.

2.37 The Philippines has been a net importer of palm oil and its products since 1992. The
major sources are Malaysia and Singapore. Domestic consumption has dramatically increased
from less than 35,000 tons CPO in 1985 tolO7,500 tons in 1996, with imports accounting for
40% of supply in the latter year. Import dependence will be likely to increase further unless
there is significant expansion in the industry.

2.38 Emerging Issues and Implications. The potential for oil palm development in Mindanao
is significant. Currently, the country imports about 40% of its palm oil requirements. Unless new
plantings are forthcoming, imports will dramatically increase. More importantly, the country will
lose the opportunity to alleviate poverty among logged-over areas, upland rice and corn farms,
as well as unproductive coconut lands that require crop shift.

Mango

2.39 Production posted notable increases in the 1990s from 338,000 tons in 1990 to 670,000
tons in 1997. However, apparent farm yield continues to stagnate at about 7.5 tons/ha, due
mainly to the immaturity of some tree stands. Yields per hectare of mature trees however appear
to have been increasing and are now estimated at about 12.5 tons/ha. Notable expansion was
registered in Luzon, the major growing area, and in Mindanao.

2.40 Mango marketing channels are also multi-layered. They are heavily influenced by two
markets: Hong Kong, the bellwether market, and Japan, the premium market. About 80% of the
mangoes to Hong Kong find their way into China. Buying stations in key areas are supplied by
agents. Buying agents are supplied by sub-agents. Buying agents also buy from independent,
roving sprayer-contractors. The contractors deal directly with growers under a sharing scheme.
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2.41 Most of the mangoes are sold fresh, and are mostly destined for the domestic market.
Those exported to Japan undergo vapor heat treatment of which there are four facilities in Manila
and one in Mindanao. Fresh mango export increased significantly to 45,000 tons (US$40
million) in 1997 from only 9,000 tons in 1980. The major markets are Hong Kong (77%) and
Japan (22%). A minor part of production is processed into dried mango and purees mostly for
export; the former earned US$4.5 million; and the latter, about US$4 million in 1997. About
half of the dried mangoes are sold to Hong Kong with the United States and Singapore taking
17% and 12%, respectively. Meanwhile, for purees, the main markets are the United States,
Hongkong and New Zealand.

2.42 Domestic consumption, some 92% of total production, has been on the upswing since
1980. In 1997, consumption reached about 8.6 kg. capita from 6.4 kg in 1980. Increases in
income as well as expanded demand for fruit juices provide the impetus for further demand
growth.

2.43 Emerging Issues and Implications. Expansion of mango and other marketable fruits
production will have several effects: increased rural incomes, reduced prices of fruits to the
urban masses, higher availability of raw material supply to fruit processing industries, and
greater export earnings. Plantings should focus on the marketable varieties (e.g. carabao) and
these will be calibrated with the market requirements. With improved availability of good
seedlings, supplementary incomes of backyard growers should be enhanced. However, in the
specific case of mangoes, income per tree from existing plantings may fall as a result of
downward pressure on prices.

Banana

2.44 Banana statistics are largely unreliable due to the dominance of backyard plantings.
During 1980-1997, official data shows that production hardly increased from 3.3 million tons to
3.4 million tons at an average yield of about 10 ton/ha. Industry experts estimate that Cavendish
banana, planted on 28,000 ha of commercial farms in Mindanao, or 8% of the area, accounts for
about 40% of production due to the high productivity (up to 60 ton/ha).

2.45 Processing of banana depends on the variety. Harvested Cavendish bananas are brought
to packing houses where they are washed, graded and packed in carton boxes for export. Most
of the rejects (about 15%) are sold to Manila or processed into chips. By contrast, the
saba/cardava varieties are extensively processed into native delicacies, chips, and sauces (banana
ketchup). Lakatan is used as table fruit.

2.46 The different varieties of banana have differentiated marketing channels. Cavendish,
under contract growing schemes, is directly shipped for export under global brands. Lakatan, a
preferred table fruit, is sold primarily to Manila, either by direct purchase of large buyers or
through buying agents. By contrast, saba/cardava is sold either through similar channels as
lakatan, bought by the buying agents of processors, or sold directly at the at plant gate.

2.47 Banana export reached 1.14 million tons (US$217 million) in 1997. Japan accounted for
about 55%, China 15%, and others, including the Middle East, 30%. Exports of banana chips
amounting to 19,000 tons (US$24 million) are destined for diverse markets.
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2.48 Domestic consumption of banana, based on official statistics, shows a declining trend.
While domestic processing for chips and sauces is on the uptrend, table consumption, according
to the official statistics and estimated by difference, is indicated as declining. The potential for
growth in banana will be in several fronts: Cavendish export particularly to China, lakatan as the
preferred table fruits, and cardava for chips and sauces.

2.49 Emerging Issues and Implications. Banana provides good income opportunities in the
rural sector where most of the farms are backyard. There is need for a focused productivity
program by replanting/planting with good clones. This will improve incomes as well as expand
raw materials for banana chips (for export) and sauces. With respect to commercial farms, they
are now under transition following transfer of lands under the VOS scheme and future (within
one year) transfer as specified by DAR AO No. 9. It will be important that the new
arrangements for these farms are implemented in such a way as to avoid a hiatus in production
and continue to provide for efficient operation.

C. International Market Prices and Prospects

2.50 The main Philippines tree crops, coconut, rubber, oil palm and coffee, are all traded
internationally on global markets and have final destinations worldwide. In addition, bananas
and mangoes both have strong international markets, but largely in Asia.

Coconut. The main internationally-traded coconut product is coconut oil. Prices in real terms
have been quite firm in the late 1990s, although nothing like as high as they were 20 years
before. The World Bank's November 1998 'Commodity Markets and the Developing Countries'
indicates an average price for the year for coconut oil of about US$640 per ton. This is expected
to increase moderately over the next decade in nominal terms, but to fall in real terms by 17%
between 1998 and 2010. As the Philippines is the world's number one exporter of coconut oil,
world trade in this will be quite dependent on Philippine product levels. Indeed, the El Nifio
effect, which is expected to bring about a substantial fall in Philippines production and exports,
is likely to cause coconut oil exports to be 4% of the total of global fats and oils trade in
1998/1999, compared with a more normal 6%.

Palm Oil. Palm oil prices have been strong in 1998. However, palm oil represents 36% of total
fats and oils exports and in the long run, production is expected to continue to increase. Prices in
1998 have been at levels which are historically quite high - US$670 per ton - but are projected to
decline over the next 10 years as supply continues to increase as a result of earlier plantings
coming on stream. The November issue of "Commodity Markets and the Developing Countries"
projects palm oil prices to decline between 1998 and 2010 by 47% in real terms. The projected
real decline in soybean oil prices over the same period is 26%. (Soybean oil is the largest
vegetable oil in production terms and the second largest, after palm oil, in terms of exports).
Such differential declines would result in palm oil selling at a discount of 24% to soybean oil
compared with an average discount of 2.5% over the past five years. There is a consensus that
the long-run price trend for palm oil is downwards. However, this study team feels that because
virtually half of all oil exports stem from annual crops, whose oils are substitutable with palm
oil, the long-run price differential between palm oil and main oils from annual crops will be
reasonably constant. The production adjustments to take account of changing conditions could
come from annual crops. Consequently, we expect that in the long run the differential between
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palm oil and soybean oil will remain fairly constant and therefore, assume a decline in palm oil
prices only slightly greater' than that for soybean oil.

Rubber. Rubber prices are presently at low levels, partly as a result of the depressed prices of
petroleum products, which are the major ingredients of synthetic rubber, a competitor of natural
rubber. However, natural rubber prices are expected to increase substantially between 1998 and
2005 before declining slightly through 2010. In nominal terms, this would involve an increase
(for RSSI, Malaysia) from US$0.73 per kg. to US$1.19 per kg. in current terms - an increase of
22% in real terms.

Coffee. Intemational robusta coffee prices are currently stronger than in the previous two years
and the estimated average price for 1998 fo.b. U.S. or European ports is about US$1,850 per
ton. This price is expected to decline initially in current terms before increasing to a current
US$1,920 per ton in 2010. In real terms, this represents a decline of about 22%.

Banana. Export prices for fresh Philippine bananas in 1997 averaged US$189 per ton, based on
trade statistics. This compares with a price of US$502 per ton for bananas imported into the
U.S.A. (World Bank Commodity Markets November 1998). Long-run projections for bananas
are for prices to remain roughly constant in real terms for the next two years and then decline by
14% in real terms by 2010. Given the substantial apparent difference between Philippine export
prices and U.S. import prices, there may be some opportunity for raising prices by quality
improvement, more efficient shipping, or ensuring that more of the total value added is kept
onshore.

Mango. The export prices for fresh mangoes in 1997 averaged about US$900 per ton, down
from US$1,180 in 1990, while for dried mangoes the 1997 price was just over US$7,000 per ton.
Prices for mangoes are highly seasonal and depend upon the markets. Typically, Japan is the
high priced market for the Philippine product, and Hong Kong (then on to China), the low priced
market. With substantial increased supplies likely to be coming on stream, it is probable that
there will be downward pressure on the export price for mangoes in the next decade.

D. Support Services and Institutional Roles - Public and Private Sectors

2.51 Tree crop commodity systems operate within a complex institutional and organizational
set-up, which covers the areas of research, extension, training, finance, policy formulation,
infrastructure, and market information. Annex 3 includes a matrix which summarizes the
different institutions supporting research, extension and training to the tree crops sector of the
Philippines. Below is a summary, as well as emerging issues which need to be addressed.

2.52 For coconuts, experts from both private and government sectors are tapped. These
institutions are as follows:-

Philippine Coconut Authority (PCA) has extension staff in all the coconut producing provinces
and research centers in Zamboanga, Davao and Albay.

Department of Science and Technology (DOST) Research and Development Institutes,

I In the economic and fnancial analysis, the assumed real price in the base case for 2010 is US$440/ton in 1998
prices. This is a decline of 34% from the latest Bank estimate of the average 1998 price, which is US$670 per ton
(made November 1998).
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Twin River Research Center,

Philippine Coconut Research and Development Foundation (PCRDF),

Philippine Council for Energy and Industry Development (PCEID),

Philippine Council for Agriculture and Resources, Research and Development (PCARRD), and

Philippine State Colleges and Universities (SCUs)

2.53 Most of the research and extension support programs are on hybridization, variety
improvement, soil nutrition and management, crop protection management, post-harvest
processing technology and product development.

2.54 The UP Los Bafios, Visayas State College of Agriculture and the University of Eastern
Philippines are the major universities doing research and extension in coconuts.

2.55 Generally, the extension program for coconut, although better than provided for other
crops, is weak and many farmers in the coconut community do not get support from extension
workers.

2.56 Most coconut farms have largely old trees and there is an urgency for research and
extension strategies to increase productivity. Sound messages have not yet been fully developed;
for example multiple cropping technologies being tried in Misamis Occidental, are not showing
good results. Research programs on how to increase home income of coconut farmers should be
analyzed and reviewed.

2.57 For rubber, the research and extension support are provided by the University of Southern
Mindanao (USM), DA-Research Stations in Ipil, Zamboanga del Sur, and the Central Mindanao
University (CMU). There was a minimal investment on research and extension on rubber in the
last ten years. A rubber laboratory was established at the USM with a grant from the French
government, but it is underutilized.

:2.58 Due to massive planting of mango during the last five years throughout the country, the
DOST, DA, state universities and some members of the private sector are putting substantial
investment in to research and extension support. PCARRD is spearheading a Mango
][nformation Network (MIN) with support from the private sector. The private sector and some
universities and colleges provide quality planting materials. Research projects are on cultural
management practices, processing technology, crop protection management and quality planting
management.

2.59 Oil palm and banana research is generally handled by the corporate private sector.

2.60 Coffee and cacao research and extension are not given much support. USM, CMU,
Cavite State University, University of Philippines and the Nestle-Philippines are doing some
research and extension on these crops, but on a very limited scale.

2.61 USM handles durian and other fruit crops research and extension. The DOST/PCARRD
and DA are the major funding institutions on the durian project in Mindanao. Much of the
research is on clonal collection, cultural management practices such as irrigation, pruning system
and control of diseases and pests.
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2.62 Several studies have been carried out assessing the institutional arrangements and roles of
key agencies such as the DA and the DAR regarding their impacts on the effectiveness of
government in delivering necessary support services and on creating an enabling environment to
support rural development. These assessments conclude that the organization of the rural
development agencies is highly fragmented, uncoordinated and weak. In the case of tree crops
development, the sub-institutional situation mirrors the above mentioned scenario.

2.63 Multiple agencies within each line department, as well as among other parts of the whole
bureaucracy carry out functions or responsibilities which are duplicative. Worse, there is very
little coordination among the myriad agencies involved and there is a lack of integrative effort to
put various efforts within a coherent strategic and operational framework and programs
(especially at field-level) for tree crops development. More importantly, the existing set-up also
does not provide adequate support for institutionalizing effective private sector participation in
the evolution of agribusiness policies, thrusts, and programs.

E. Government Policies and Programs Affecting Tree Crop Development

General

2.64 Macro-economic Policies. The prevailing economic policies over the past decades have
significantly influenced the development of tree crops, which are primarily export-oriented.
Implicit taxation of exports via the overvaluation of the peso has held down farm incomes for
tree crop producers. In contrast, the crop sector, particularly rice and corn has been heavily
protected through import controls and tariffs. Heavy protection of import-substituting industries
has led to high cost of farm inputs. The use of domestic borrowings by GOP to finance the
budget, has resulted in high real and nominal interest rates. This has had a much greater adverse
effect on tree crops which are long term investments (cycles of several decades), than on short
tem crops with a cycle of a few months (rice, corn, vegetables).

2.65 Land Access. Ceilings on landholdings date back to the American rule in the first half of
the century, which limited corporations to owning a maximum of 1,024 ha. The advent of the
Comprehensive Agrarian Reform Program (CARP) in mid-1988 has had a far-reaching impact
on Philippine agriculture. CARP, originally programmed for implementation during 1988-1998,
limited land ownership to 5 ha for landowners and 3 ha for beneficiaries. CARP has affected
commercial farm investments and led to the loss of the collateral value of agricultural lands. It
has also distorted and curtailed the land market because of its prohibitions on transferability. To
date, land acquisition under CARP has been severely delayed due to the absorptive capacity of
the bureaucracy, the resistance from landowners as well as funding constraints. As of September
1998, some 2.82 million ha, or 72% of the working scope of 3.91 million ha of private
agricultural lands had been distributed. Of the balance of 1.07 million ha which remain, 0.47
million ha were considered by DAR as problematic. About 366,000 ha of land above 50 ha,
163,000 ha between 24 and 50 ha, and 388,000 ha between 5 and 24 ha have yet to be acquired.
With respect to DENR lands (public A & D lands and ISF areas), some 1.74 million ha, or 60%
of the target of 2.90 million ha had been distributed, leaving a balance of 1.16 million ha. The
Estrada administration targets completion of land distribution by 2002. However, this has to be
revisited in the light of implementation and budgetary constraints. The advent of CARP did not
significantly disrupt annual crop production, because, in many cases, particularly with rice,
turning a tenant into an ARB did not involve any significant production system change.
However, with tree crops, particularly rubber, CARP has resulted in a much greater production
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system upheaval, with an inevitable long run impact. Examples of this include landlords
mining' stands in an economically inefficient way and ARBs lacking access to the long run
capital necessary for efficient reinvestment.

2.66 Financing. The General Banking Act of 1949 mandates a maximum three-year grace
period on loans. While this was appropriate to industrial projects and agricultural production
loans, the Act has constrained lending to long-gestating crops (both in those cases where
commercial borrowers had adequate collateral and experience, and in the case of a few
creditworthy agrarian co-operatives). The passage of the Agriculture and Fisheries
Modernization Act in 1997 amended the specific provision and called for longer grace period for
agriculture and fisheries projects. The draft revised guidelines has been submitted to the
Monetary Board, which is expected to issue them shortly. One of the financing mechanisms
which GOP/DA uses to promote smallholder development is to channel finance through the
Quedan and Rural Credit Guarantee Corporation (Quedancor). It aims to provide faster loan
processing, more liberal collateral requirements, and lower (subsidized) interest rates. But, these
-features do not ensure sustainable access to finance, and will need to be re-assessed by GOP, if it
wishes to expand sustainable access of finance to smallholders.

2.67 Government Strategic Focus: Through the mid-1980s, the government strategies in
agriculture were centered on rice self-sufficiency in response to the country's status as perennial
importer. Between 1965 and 1980, irrigated areas grew almost four-fold. As irrigation was
developed largely with public sector resources, and virtually no cost recovery, this implied a
hluge subsidy for the 'non-tree crop' part of the agricultural sector. In addition to capital
investment, the rice sector was also heavily supported through credit programs, the first and
largest of which was Masagana 99 which was launched in 1973. The drive towards rice self-
sufficiency led to the neglect of crop diversification, including tree crop development. As a
consequence, the Philippines lags among ASEAN countries in term of agriculture exports. In
1996, the country exported merely US$2.1 billion of agricultural products compared with almost
LJS$8 billion for Indonesia, US$10.8 billion for Malaysia and US$14 billion for Thailand
(Niemi, 1998). The wide divergence is in part due to exports of tree crop products from these
countries. Moreover, the Philippines has turned into a net agriculture importer since 1994.

2.68 The new Government's stated priority on reducing rural poverty through implementing
stTategic elements of the AFMA, and the on-going finalization of the MTPDP provides an
o;pportunity to operationalize these strategies and intentions, with a special focus on using
strategic public investments to promote market and private sector-led investments in rural areas
and related processing, transportation, and supporting services. The draft MTPDP chapter
("'Agriculture, Agrarian Reform and Natural Resources") highlights a generally sound long term
vision and generally appropriate strategy elements. The vision states: "To achieve sustainable
rural development founded on a modernized agriculture, fisheries, and a diversified rural
economy which is responsive to the needs of the population.....the modernization process shall
ernable the sector to be dynamic, technologically advanced and internationally competitive in a
fair market regime, yet whose transformation will be guided by sound practices of resource use
efficiency and sustainability, and by principles of social justice and equity and active private
sector participation. To achieve this vision, the draft MTPDP outlines 5 key "result areas" (or
strategy elements, which are underpinned by a longer list of specific generic and
crop/commodity-specific actions ): (a) productivity and competitiveness; (b) diversification of
production and resource use; (c) access to land and other productive resources; (d) promoting
environmental sustainability; and (e) rationalizing institutional structures and empowerment of
stakeholders.
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2.69 These strategies are also complemented by GOP's recently issued "Convergence Strategy
for Rural Development" which aims to provide a framework for coordinating the strategies and
activities of especially DA, DAR and DENR, as well as other agencies and groups involved in
the rural sector. The 3 main departments are also in the process of developing detailed strategies
which are aimed to operationalize the implementation of the MTPDP strategies. For example,
these include priority activities in the Strategic Agricultural and Fisheries Development Zones,
enterprise frameworks and arrangements for promoting smallholder/investor partnerships as part
of implementing the CARP (e.g., "corporatives", the Joint Economic Enterprise
Program/"JEEP"), and river basin and watershed management areas. There are also some recent
policy statements and plans which appear to contradict the strategies outlined in the AFMA and
draft MTPDP (e.g., recent plans to set self-sufficiency targets for rice and corn production in
each province), which need to be carefilly re-assessed and adjusted to ensure that smallholders
have adequate commodity choices which will enable them to increase their household incomes,
and enhance Philippines' prospects for achieving sustainable "food security" (rather than
focusing exclusively on "self-sufficiency"). The main challenge of the MTPDP and supporting
programs is to ensure that the general strategies (which are sound) are adequately supported by
well formulated and prioritized programs/projects, backed by the adequate financing (both public
and private). Accordingly, this programs should include adequate support for promoting both
food and commercial crop production and marketing, as these are complementary to achieving
the overriding objective of reducing pervasive and inequitable rural poverty.

2.70 With regards to tree crops, Government policies and programs have not recognized
adequately the strategic importance of tree crops as a key element in promoting sustainable rural
development, and therefore has resulted (somewhat unintentionally) in limiting potentially
profitable choices to smallholders. There are three dimensions to overall Government
agricultural and environmental programs which have affected adversely tree crop development:

First, past and existing policies, direct and indirect, are biased against tree crops:

* land reform and current laws adversely affect tree crops in a disproportionate manner. Lack
of clear title and uncertain future limits investment (especially important for tree crops);
limits credit (especially given capital requirements of tree crops); limits larger companies
which are credit constrained from expanding leasing operations;

* bank rules and agricultural credit programs favor shorter-term lending, so implicit subsidies
flow to field crops. This is especially important for smallholders, since even if CARP issues
are resolved, smallholder credit access will remain limited (because land titles come with a
mortgage);

* the 3 year grace period for formal credit and other rules/policies (e.g., definition of tree for
public lands) discourage direct investments;

* public grants subsidize capital for rice growers (e.g., irrigation), but not tree crop capital.

Second, for rural areas and smallholders in particular, tree crops are an important and traditional
sources of income, and the subsector has been constrained by some institutional issues
(especially for coconuts). More specifically:

* large monetary sums (up to about P 100 Billion) are current tied up with the coconut levy
issue. Also, this is further complicated by the lack of transparency in the facts and
management of this levy;
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* research, research dissemination and research financing, especially for crops other than
coconuts and bananas, are disorganized. Experience from other countries shows that
research with commercial crops (like tree crops) can be industry-financed and industry-
directed.

Third, tree crops may provide a low-cost alternative to solving deforestation problems.
addressing the direct and indirect policy, institutional, and financing biases against tree crops.
Ironically, programs and rules that designate de-forested lands as forestry lands inhibits the
planting of treecrops on these lands. Currently, only rubber is permitted as a reforestation crop,
although other treecrops offer environmental benefits under the right conditions. Accordingly,
with program rule changes, funds designated for reforestation can be leveraged with private
capital and labor to speed reforestation.

2.71 Specific Commodities:

Coconut. The coconut levy is the single issue that has consumed the industry players for almost
two decades. Levy collections during 1971-1982, which reached P9.7 billion in nominal value
were invested in various enterprises. Their present value is now estimated at P50 to 100 billion
,(US$1.2 - 2.5 billion). Litigation on the ownership of the levy has dragged on for many years
and is now pending with the courts to decide on the legal owners of these funds (e.g., whether
these funds are public or private, and by whom -- smallholder coconut farmers, COCOFED;
Annex 4, Box provides further details on coconut levy debate). Nonetheless, this is a huge
resource that could be tapped to revitalize the industry, even if only the earnings from the capital
were used. Given the uncertainties on when this complex issue can be resolved, interim (and
complementary) financing sources need to be actively explored.

Coffee. Coffee import was under quantitative restrictions since 1960 until the law was repealed
in 1996 as part of the Philippine commitments to WTO. As a result production rose dramatically
arnd exports surged in 1976. The accession of the Philippines to the International Coffee
Agreement (ICA) led to a grant of 0.8% of high-priced global quota and as a result exports
further accelerated. The collapse of the ICA in 1989 led to a precipitous decline of exports since
1992. Nominal protection on coffee is still high, with an import duty of 45%.

Rubber. Rubber development in the Philippines began in the early century, but its expansion
wvas limited by land access. Plans to develop the industry have had a checkered history.
G'overnment financial support through on lending by the Development Bank of the Philippines of
World Bank funds started in the 1970s but due to the economic crisis, it was terminated in early
1980s. Thereafter, several preparations of rubber projects were undertaken by the World Bank
and the Asian Development Bank, but for various reasons, these did not take off. Subsequently,
a Rubber Master Plan was formulated in 1992, followed by a World Bank-funded study on
agrarian reforn beneficiaries-run estates in 1993. The advent of CARP in 1988 led to the
transfer of large estates, many with senile stands, to the beneficiaries. In 1995, another USAID-
supported study was commissioned by the Office of the President in Mindanao. Finally, in early
1998, the Department of Agriculture launched a Rubber Development Program that targeted
10,000 ha/year of new planting and 10,000 ha/year of replanting. To date, little progress has
been made.

Oil Palm. Oil Palm development has been largely limited due to lack of government promotion
and limited access to land. It started in 1963 when 280 ha of old coconut farm were converted
inlto oil palm; it was followed by a 4,500 ha nucleus outgrowers scheme in 1966. In 1981, the
publicly-owned corporation, the National Development Company formed a joint venture with
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Kumpulan Guthrie for an 8,000 ha operation in Agusan and was subsequently followed by
another joint venture (1,800 ha) with Singaporean interests in 1984. The involvement of NDC
was convenient as it had access to large tracts of land. These plantations have now been turned
over to CARP beneficiaries and the existing firms have lease back arrangements.

Banana The modem Cavendish banana industry began in the late 1960s as the country
capitalized on its agro-climatic endowment and nearness to the Japanese market as compared to
Ecuador and in part Taiwan. Investments were promoted by multinationals which undertook
farm management contracts and contract growing. In 1973, the Government issued a Letter of
Instruction (LOI 58) limiting hectarage to 21,000 ha; this was amended by LOI 790 in 1979 that
increased the hectarage to 25,483 ha. The areas were specifically assigned to existing companies
and deemed "non-transferable." Between 1970 and 1979, banana exports dramatically increased
from 107,000 tons to 776,000 tons. The Philippines is now the major supplier of banana to
Japan, China and Korea. The advent of CARP led to the transfer of land ownership to the
agrarian reform beneficiaries, many of whom face management and financing constraints.
Meanwhile, the commercial farms (totaling about 10,000 ha) which opted for the ten-year
deferment are now threatened with land acquisition. DAR is now exploring mutually beneficial
and less disruptive arrangements between the farm owners and the beneficiaries.

F. East Asia Experience in Tree Crop Development

2.72 Malaysia, Thailand, Indonesia and the Philippines itself all have had considerable
experience in the development of tree crops and the involvement of smallholders in such
development. Below is a summary assessment and strategy implications of these experiences,
including numerous (20) case studies prepared for this study (most of them in the Philippines).
Annex 5 provides further details.

2.73 Malaysia. Although tree crops development had started in the 1900s with traditional
plantations it evolved in the 1950s into three different modes of farm management: private
estates, smallholders, and government-assisted centrally-managed, smallholders land schemes.
Three main agencies were involved (a) the Rubber Industry Smallholders Development
Authority (RISDA) whose broad mandate included assistance for replanting, development of
mini-estates, extension, provision of smallholder credit, commercial activities (marketing,
processing, product factories, etc.), crop diversification, etc; (b) the Federal Land Development
Authority (FELDA) whose primarily goal was to promote and assist land development schemes
of the State governments; and (c) the Federal Land Consolidation and Rehabilitation Authority
(FELCRA) which consolidated and rehabilitated alienated and smallholder lands. Over the
years, these agencies received several World Bank loans.

2.74 RISDA's sources of funds, included both the cess from rubber exports and direct
government budget allocations which covered 50% of the replanting grants and the full cost of
RISDA's smallholder support program. FELDA and FELCRA both directly implement their
schemes, using contractors for planting, but sometimes the farmers' own labor for maintenance.
They received budgetary allocations, but also instituted programs for recovery of the cost of the
agricultural development aspects of their operations. Under the FELCRA schemes, agricultural
development costs are repaid over 25 years with a soft loan with moratorium on repayments of
interest and principle during the gestation period. During the early 1980s, the interest rate was
6.25%/op.a. (vs. market rate of about 10% p.a. ).and a grace period up to 7 years; currently, the
interest rate is only 4% p.a. with a grace period of 10 years. While Malaysia could afford interest
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subsidy for poverty alleviation goals, it has access to resources which the Philippines could ill-
afford.

2.75 As a result of these efforts major smallholder tree crop development took place - 1.2
million ha of replanting by RISDA, 700,000 ha of new land development by FELDA and
250,000 ha of rehabilitation and consolidation by FELCRA. Benefits to participating
smallholders were initially quite good, with family incomes above both poverty levels and rural
norms. Costs, however, were high, for example as far back as 1986; FELDA schemes cost
US$15,000 per participating family.

2.76 Thailand provides a fine examnple of successful replanting of smallholder tree crops on a
mnassive scale. In the mid-i 970s, Thailand accelerated its grant/cess replanting program in order
to tackle replanting on 1.6 million hectares of old seedling rubber, owned by smallholders
vwithout access to credit. The cess/grant operation was managed by the Office of the Rubber
Replanting Aid Fund (ORRAF) supported by loans from the World Bank and the UK
Commonwealth Development Corporation (CDC) and technical assistance from FAO/UNDP.
Under the ORRAF program, farmers with senile rubber received a grant of approximately 80%
of the total cost of replanting (including labor) which was supervised by ORRAF. The rubber
export cess in the 1980s was pitched at an adequate level to give full cost recovery for
subsequent replanting grants.

2.77 Under the accelerated ORRAF program, the rate of replanting increased from an average
of about 16,000 ha/year in the early 1970s to 50,000 ha/year the early 1980s. The success of this
program can clearly be seen in the rapid expansion of rubber production by Thailand. This
irncreased from around 0.5 million m.t. per year in the early 1980s, to 2.0 million m.t. in 1997.
This success can be attributed to strong Government commitment, financial/technical support
from World Bank and CDC and UNDP/FAO for technical assistance to ORRAF.

2.78 The fact that Thailand is a major rubber exporter (with more than 90% of the crop
exported) meant that collection of a rubber cess was relatively straightforward. At the same
tine, there was clearly an important technical package to be introduced. New clonal material
had become available and small farmers were well aware of the possibility of substantially
increasing their yields and income by using an ORRAF grant to replant. The negative effects of
this grant/cess system were few (i) there was little distortion cropping patterns; and (ii) the
management of ORRAF was sound so that the common grant program problems of graft,
corruption and over-staffing, were minimized; and (iii) the slight shortening of the tapping cycle
due to the expectation of a replanting grant was not detrimental in economic terms.

2.79 Indonesia. Smallholder tree crop development in Indonesia has followed a number of
different routes. These can be broadly categorized as (i) the Nucleus Estate and Smallholder
(NES) approach, (ii) the Project Management Unit (PMU) approach, and (iii) a partial approach.

2.80 In support of the massive transmigration program, the NES approach was initially widely
used. This involved government-owned estate companies (PTPs) developing tree crops for
smallholders on credit, with smallholders being required to sell their entire product through the
estate company which then deducted a percentage of the sales for loan repayment.
Operationally, this system works with products which need to be processed, such as oil palm, but
it iis not appropriate to rubber which can easily be sold outside the scheme. The principle
problem is that Indonesian NES schemes appear to have created distortions and inequities in land
allocation. It is argued that these distortions have largely benefited the estates which exploit
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their local monopoly positions. Despite this, NES is still considered by the Government of
Indonesia to be the only alternative for smallholder oil palm development.

2.81 Project Management Unit (PMU) systems have also been used in Indonesia and have
been supported by a number of World Bank-financed projects. The PMU model has been rated
as successful in developing high quality tree crops at moderate costs, with active smallholder
participation and good level of equity. However, it has not been possible to involve banks
alongside PMUs, as they have tended to provide subsidized interest rates. Consequently, cost
recovery from PMU-type replanting has been low. The other major problem with PMUs is that
they are usually geared to specific funding and so can be closed down that funding is no longer
available.

2.82 A third approach to intervention in tree crop development has been the partial approach
under which inputs are distributed, to farmers directly by Government agencies. Generally, this
approach has not been technically successful. Further, it has tended to distort the prices of
planting material and other inputs. A variant of this approach which is being given more recent
attention is to use a Project Coordination Unit (PCU), which functions like a PMU, but makes
efforts to delegating its functions to other institutions to help ensure sustainability (e.g.,
channeling funds through the banking system, supervising private nurseries, etc). While it may
take longer and cost more to achieve the desired results, the prospects for establishing
sustainable institutional arrangements and support services are much greater, and probably worth
the effort.

2.83 Philippines. Tree crops development was basically spurred by private sector initiatives
with minimal support from the Government. Spontaneous coconut and fruit tree plantings began
as early as the past century. Tree crop development accelerated since the 1950s. By 1946, some
I million ha of coconut were planted; these increased to 3 million ha in 1979 and have since
stagnated at 3.3 to 3.4 million ha. Government marketing intervention occurred during 1973-
1985 following the imposition of the levy and the advent of the United Coconut Oil Mills,
followed by free market reforms since 1986. Annex 5 (Section C) provides an overview of the
main Government-promoted tree crop programs during the 1990s, including: Key Commercial
Crops Development Program (KCCDP), Gintong Ani High Value Commercial Crops Program;
and the recently launched Agriculturang MakaMasa High Value Crops Program. The attached
tables to this Annex 5 (Section D) also indicate the estimated public funds allocated (in a
somewhat fragmented manner) to support tree crop development, which is relatively small (e.g.,
about P 430 M for Gintong Ani High Value Crops Program in 1998; and P 527 M for the
Agrikulturang Makamasa - High Value Crops Program, in 1999, which is only about 3% of
DA's total budgetary allocation, well below their current and potential contribution to
agricultural GDP). One major conclusion is that notwithstanding the merits of these programs,
there has been a lack of continuity in the strategies and programs, which has made it difficult to
take root. The long-term bias for rice self-sufficiency and subsequently for irrigation projects has
inadvertently led to the neglect of tree crops development as a key instrument of poverty
alleviation. While the GOP is willing to subsidize irrigation projects to the tune of P100,000-
400,000 per ha. and their O&M, support for tree crops has been negligible.

2.84 In 1990, the Smallholders Coconut Development Project was started. Although delayed,
this project has been able to make substantial progress toward achieving its original targets:
15,800 has replanted, vis-a-vis a target of 25,000 has; 360,000 has fertilized vis-a-vis a target of
400,000; partially successful development of improved seed nut varieties (nine varieties, of
which private sector has adopted four); one private sector managed seed nut gardens, instead of
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four. There are many lessons learned from this project which should be taken into account while
considering further assistance to this important crop, including: importance of developing
sustainable approaches to replanting and rehabilitating (fertilizing) coconuts; sustainable
provision of extension services (and collaboration with LGUs) which supports a farming systems
approach and the LGUs/private sector roles; serious GOP budgetary constraints which make it
difficult to rely on substantial public sector funding, and hence the need to intensify actions
which will trigger a more active private sector response. The coconut industry is now saddled
with low productivity and high senility of tree stocks. It will be important for GOP to develop a
sound long-term coconut strategy, which also redefines the future role and structure of PCA.

2.85 Coffee production, following area expansion, accelerated since the 1950s. In 1960, a
Law was passed which imposed quantitative restrictions on imports. Government banks
provided loan assistance in the 1960s and 1970s. More recently, without Government
intervention, Nestle Philippines which has about 80% of the domestic coffee market, has
provided extensive technical and marketing assistance to farmers to expand domestic supply.
Rubber started as private estates and expanded to smallholders after the 1960s. Government
support came in the form of long-term financing by the Development Bank of the Philippines
which onlent World Bank funds in the 1970s and ceased in the early 1980s. About 30% of the
rubber stand are now senile. The advent of CARP led to divestments by many estates to the
beneficiaries; the latter are now faced with management and severe financing constraints. Oil
palm remains an infant industry due to lack of promotion, despite good potential. The three
estates amount to less than 15,000 ha. Two of these estates started as joint venture between the
government-owned National Development Company and foreign investors. The advent of
CARP in 1988 led to the transfer of lands to the beneficiaries under leaseback schemes. There
are strong private sector interests in oil palm development in Mindanao. However, it is faced
vith land consolidation constraints as the crop requires at least 5,000 ha. to support a 20 ton
fib/hr. mill (the minimum economic size plant) and access to long-term finance.

2.86 Mango, is primarily a backyard/small holder crop, developed with minimal government
suJpport and plantings accelerated with the opening of the export markets in Hong Kong and
Japan. Plantings among small and medium size farms (up to 15 ha) appear to continue to be
financed from non-rural sources (e.g., salaries, retirement money, etc), and not from banks.
Cavendish banana became a major export in the 1970s following the entry of multinationals in
Mindanao under management contracts and contract growing schemes. The China market
appears very promising as per capita consumption is less than 0.5 kg compared to Japan's 6-7 kg.
A Mindanao-based banana firm, with its own shipping line, has now a direct route to China.
Moreover, there is a sustained interests in the plantings of lakatan (sweet) variety for both the
domestic market, and for the saba (similar to plantain) variety for banana chips, sauces and other
processed foods. The government, upon lobbying of domestic growers, issued regulations
limiting banana hectarages to these companies which still remain in force. The advent of CARP
led to the divestments of investors to beneficiaries while others opted for a ten-year deferment,
which lapsed in mid-1998. Various farm modalities (contract growing. leaseback, joint venture,
and "corporative") are being explored between the farm owners and the beneficiaries. Unless a
smooth transfer is achieved, there are risks of lower plantation standards, lower incomes for
beneficiaries and reduced exports.

Summary of Philippine Lessons of Experience
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2.87 Overview The Philippines' own experience, of a private sector-led development with
minimal government or donor support, is in contrast to the experiences of its ASEAN neighbors.
Malaysia has had a mixture of cess and export taxes, and a co-existence of small holders, private
estates, and costly centralized land schemes in support of smallholders. The Malaysian schemes,
which have most relevance to the Philippines, are probably those run by FELCRA, which could
perhaps form a model for some ARCs in rubber areas, or even for the establishment of new oil
palm plantations on logged-over areas. The problem is they are costly, and at present, DAR does
not have the financial or management structure to operate in that way. A suggested approach is
for DAR to assist in consolidating the beneficiaries to attract private investors to come in under
the various types of farming arrangements. In the medium term, the beneficiaries could acquire
equity in the processing plants.

2.88 The implications of the Indonesian experience for the Philippines are that the NES
approach would probably be appropriate for oil palm development, providing that mechanisms
can be put in place to assure that there is not unreasonable exploitation of smallholders by the
processing companies. Whereas in Indonesia, the PTPs were at least initially Government
owned, in the Philippines, the Nucleus (anchor) would almost certainly be private and the
arrangements with the growers, contractual and at arms length. However, provided agreements
were well-designed and transparent, exploitation by the processing plants may pose a lower risk
in the Philippines than in Indonesia. The Indonesian type Project Management Unit approach
could apply to coconuts in the Philippines in the same way as in Indonesia, particularly if it could
be financed through use of coconut cess resources, rather than using budgetary or aid resources
(although, until the coconut levy fund issue is resolved, these other financing sources will be
needed). The comparative lack of success of the "partial approach" in Indonesia serves only to
confirm that extreme caution should be observed in trying to adopt this sort of approach in the
Philippines. In particular, opaque subsidies, such as provision of planting material by
Government departments either at subsidized rate or for free, should be avoided.

2.89 To achieve rubber replanting by smallholders, appropriate and incentive-based
investment cost sharing arrangements will certainly be needed. The question is whether it is
appropriate to have a commodity type scheme as in Thailand, with all smallholders eligible. The
alternative would be to tackle this problem through the ARCs with replanting investment cost
sharing funds coming from DAR, and being processed in a similar way to other ARC
investments (irrigation, rural roads etc.). If the former policy is adopted, cost recovery through a
cess could reasonably be expected, but if the latter, significant cost recovery is only possible via
value-added taxes in the downstream industries. The rationale for appropriately designed and
implemented cost sharing arrangements would need to be based on promoting targeted and
sustainable poverty and environmental objectives.
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III. POTENTIAL FOR AND KEY CONSTRAINTS TO TREE
CROP DEVELOPMENT

A. Agronomic Potential and Suitability for Different Tree Crops

Location and Climate

3.1 The Philippines has considerable potential for tree crop development. It is situated in 4 -
20 degrees north latitude so that the whole country is within 20 degrees of the equator, which is
the ideal latitude for tropical tree crops. The average annual rainfall is 2,000 to 3,000mm., which
is within the range needed by most tropical tree crops. It has varied soils and topography, with
much of the area physically suited for tree crops. The main negative factor from a physical
standpoint is the typhoon risk which exists in some areas.

3.2 Four broad types of climate (See Map) are identified:-

Type I. Two pronounced seasons: dry from November to April; wet during the rest of
the year. Most areas of western Luzon and parts of western Visayas have this climate.

Type II. No dry season with very pronounced maximum rainfall during November to
January. A large part of the Bicol region in Luzon and Eastern Visayas, and parts of
Mindanao (Surigao and Agusan Provinces) belong to this climate type.

Type III. Seasons are not very pronounced: relatively dry from November to April and
wet during the rest of the year. Parts of Cordillera, Cagayan Valley and Southern
Tagalog regions in Luzon as well as parts of the Visayas and Mindanao have this type.

Type IV. Rainfall is more or less evenly distributed throughout the year. The areas
covered include: eastern Luzon, parts of the Visayas, and a major portion of Mindanao.

3.3 About 20 typhoons, originating from Western Pacific, normally hit the country every
year. They usually pass through Luzon and the Visayas, and spare almost all of Mindanao. The
main areas in which tree crops have been grown are related to climatic patterns as well as
typhoon incidence. Table 3.1 summarizes the present areas under major tree crops, according to
major geographical areas. From this it is obvious that Mindanao has especially suitable
agronomic conditions for growing a wide variety of tree crops, and coconuts dominate current
production patterns.



- 27 -

Table 3.1: Present Areas Under Major Tree Crops ('000s ha)

Luzon Visayas Mindanao Total
Coconut

High Yield (a) 410 280 1,077 1,767
Medium Yield (b) 457 295 425 1,177
Low Yield (c) 82 96 192 370

Subtotal 949 671 1,694 3,314
Coffee 43 11 96 150
Rubber - - 93 93
Oil Palm - - 15 15
Mango 55 17 18 90
Banana 110 76 142 328
TOTAL 1,157 775 2,058 3,990

(a) Potential yield of over 2.5 ton copra/ha.

(b) Potential yield of 1.5 to 2.5 ton copra/ha.

(c) Potential yield of less than 1.5 ton copra/ha.

Source: Carpio (1998); Study team estimates

Table 3.2 illustrates present and "potential" (agronomic and economic) areas and yields (from
mature trees) of the major tree crops. In this case, 'potential' is the long run potential, say for
2015, assuming the real profitability of tree crops remains in line with present levels, and that
markets continue to exist. 'Potential' yields for 2015 are those of newly mature trees (typically
planted 2000 to 2008). Average yields, would need to take into account the fact that with
coconuts, rubber and mango, many of the mature trees at that date will be those already planted
now. Consequently they would be much lower. Given the relative profitabilities of tree crops
and current low yields/returns, this table suggests that there is substantial scope for increased
production and diversification. This potential is likely to be roughly in accordance with the
current geographical patterns, although a more detailed agronomic suitability "mapping" could
be worked out. Such a mapping, considered together with future market-determined factors
(prices, interest rates, etc.) would assist in providing farmers/investors additional information
regarding potential development options.

Table 3.2: Present And Potential (Future) Areas And Yields Of Major Tree Crops

Present "Potential"

Area Ave. Yield Area Ave. Yield
('000 ha) (ton/ha) ('000 ha) (ton/ha)

Coconut 3,310 0.8 2,500-3,200 2.5-3.2
Coffee 150 0.5 200-300 1.2-1.6
Rubber 90 0.8 150-300 1.2-1.7
Oil Palm <15 20 150-400 20-22
Mango 90 12.5 150-200 12-15
Banana (bed) 328 10.0 350-400 12-15
Total Above 3,983 - 4,000-4,300 _

Source: Bureau ofAgricultural Statistics
Carpio (1998)
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Study team Estimates

3.4 Another important dimension to assessing the potential for tree crop production is related
to understanding smallholders farming systems, and how the various crops and livestock
activities interact, and can better complement each other to increase sustained rural incomes.
While the section below focuses on the main tree crop commodities, the subsequent assessment
and emerging strategies take a farmiing systems approach. As outlined below, the Philippines has
extensive potential for increasing its tree crop production, provided the various constraints are
removed and farmers/investors are appropriately supported in making their own crop and
enterprise choices.

Potential by Crop

3.5 Coconut. The main coconut regions are most of Mindanao, Southern Tagalog and Bicol
in Luzon, and central and eastern Visayas. They have generally Types II to IV climates
Coconut palms thrive in most coastal locations, benefiting from the chlorides derived from wind
born sea spray. Strong typhoons have occasionally caused serious damage to coconut areas in
Bicol and Eastern Visayas in Luzon, and if they are badly hit, it takes years for the trees to
recover.

3.6 The Philippine Coconut Authority has classified the existing coconut growing zones in
the country into: wet (highly suitable), intermediate (suitable), and dry (unsuitable) zones. The
highly suitable zone area totals about 1.8 million ha while the intermediate suitable area is 1.5
million ha. Existing yields are reported at about 40 nuts/tree (840 kg/ha copra equivalent) on the
'highly suitable' areas and about 700 kg/ha copra equivalent on the 'suitable areas'.

3.7 The 'highly suitable' zones cover 28 provinces, six in Luzon, eight in the Visayas, and 14
in Mindanao. Within this zone, yields per tree in Mindanao average 37% above those of Visayas
and 60% above those of Luzon (Table 3.3). Yield potential in the much of the highly suitable
areas is 3 - 4 tons/ha of copra equivalent for young fertilized trees of good genetic material
(Table 3.3 provides further details).

Table 3.3: Summary of Coconut Production Statistics in 28 Highly Suitable Provinces

Tree Bearing Harvestible Ave. nut
Region Area Population Trees nuts productivity

('000 ha) ('000) ('000) (million) (per tree/yr)
Luzon 443.8 49,151 45,154 1,709.6 35

Visayas 349.7 53,419 42,834 1,628.1 30

Mindanao 1,029.9 99,594 85,614 4,733.8 48

Total 1,823.4 202,164 173,602 8,071.5 38

Source: PCA

3.8 A further 32 provinces are within the intermediate zone involving some 0.7 million ha in
Luzon, 0.5 million ha in Mindanao and 0.3 million ha in Visayas. Average yields on those areas
are about kg 700/ha copra equivalent with the potential, under good management of about 2 tons.
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Best use of land is generally obtained by intercropping, although PCA estimates that only about
30% of all coconut areas are inter-cropped. Heavy intercropping (over 60% of the area) is
notable in only in the three southern Luzon provinces, near Metro Manila.

3.9 Coffee can tolerate varying climates and is less affected by typhoons than longer
gestation, large crops. Many areas of the country are suitable for coffee, particularly robusta. At
present, about 64% of the growing areas are in Mindanao and 29% in Luzon. Arabica can only
be grown in areas with elevation above 900 m. The average coffee yield of 400 kg/ha is low
compared to the "best farmns" yield of 4,000 kg/ha. Poor crop management and varietal selection
are two critical constraints. From the current 149,000 ha, there is potential for significant
productivity increases through rejuvenation and selected plantings.

3.10 Rubber. The crop requires fairly even rainfall distribution and can not tolerate typhoons.
As a result, rubber is mostly grown in Mindanao. The rubber belt extends from east to west:
from Agusan and Davao in the east to Bukidnon and Cotabato in the center to Basilan province
to Zamboanga peninsula in the west. This area is typhoon free, and average yields for the
tapping cycle2 of 1.5 tons DRC per hectare are achievable at present (1998) with competent
management. Given that the rubber presently in production, and not senile, was planted between
1958 and 1990, potential yields for future plantings may be higher, reflecting the likelihood that
on average the planting material used in future would have improved characteristics compared
with that used then. While the present land area devoted to rubber is only about 90,000 ha, the
Rubber Master Plan in 1992 (prepared by DOST/SEARCA) targeted about 400,000 ha out of the
1.2 million ha of potential areas for perennial crops. At that level the Philippines would be
aiming to produce about 5% of world natural rubber requirements. This level of production
should be considered as a physical possibility, but given the relatively low profitability of rubber
compared to oil palm, an expansion of rubber to this level is unlikely (see Table 4.2).

3.11 Oil Palm requires relatively high and evenly distributed rainfall (Type IV), deep moisture
retensive soil, and flat to moderate topograhy. It is presently grown in the Agusan River basin
and Sultan Kudarat in Mindanao. There are currently less than 15,000 ha of oil palm, on two
plantations in Agusan del Sur and one nucleus estate/outgrowers scheme in Sultan Kudarat. The
country presently imports about 40% of palm oil supply. A mission of the Palm Oil Research
Institute (PORIM), Malaysia in 1994 confirmed that at least 300,000 ha are suitable for
development in the region. Yields of 20 tons FFB with a 20% recovery rate are being obtained
on the more suitable areas. The three palm oil producing companies are encouraging outgrowers
as their processing plant capacities are underutilized. Private investors' interest is strong, but
investment will be deterred until land access issues are effectively addressed.

3.12 Mango performs best under a Type I climate, although mangoes can also be produced in
climate Type III. The crop does well in western Luzon, parts of western and central Visayas and
some areas of Mindanao. Of the 90,000 ha of mango, about 61% of the areas are in Luzon, 19%
in the Visayas, and 20% in Mindanao. Despite CARL, dramatic increases in plantings between
1992 and 1997 occurred with additional areas of 33,000 ha. The area expansion is widespread
with central and southern Luzon being the most important. This planting increase has been
demand-driven following domestic and export market growth. The area on which mango could

2 Typically rubber production involves a cycle of about 30 years, which includes an inimature period of 7 years and
about 23 years in tapping. For a balanced plantation, with equal proportions of trees in each age group, a yield per
ha. of 1.5 tons for the tapping cycle equates to about 1.2 tons per ha for the whole cycle, including the immature
period and about 1.7 tons per ha for the peak 10 years of production.
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be successfully grown is very large. Land currently being used for rainfed rice, corn, pasture or
senile coconuts in Types I and III climatic zones would be suitable. Clearly, therefore, the limit
to mango production is likely to be the size of the market, not suitable land areas.

3.13 Bananas like Types II to IV climates, preferably Type IV. They are grown in practically
in all regions, but three-fourths of production comes from Mindanao. The 328,000 ha of bananas
are mostly backyard or smallholder operations. Plantings are fairly evenly distributed
nationwide as banana is also a subsistence foodcrop. The few commercial plantings are located
in Mindanao where there are about 28,000 ha of Cavendish bananas being produced for export.
Yields are highest in Southern Mindanao where the commercial plantings are mostly situated.
While the national average yield is only about 10 tons/ha, the average for southern Mindanao is
almost four times as much.

3.14 Cacao. Most (about 90%) of the 16,000 ha of cacao are in Mindanao, partly due to
climatic endowment. Yields are generally low at 500 kg beans/ha. Prior to CARL, a large part
of production came from large plantations in Davao. Cacao may not be an ideal crop for
smallholders because of the stringent pest and disease control requirements.

3.15 Other Fruits. Backyard plantings of a wide variety of tropical fruit trees, often mixed
with coconut and other trees occur nationwide in both rural and urban households. Indeed, an
estimated 70% of all land holdings having some fruit trees. Crop selection depends on climate
and typhoon exposure, although for backyard trees, watering is often undertaken, thereby making
rainfall less of a constraint than for plantation crops.

3.16 In summary, the following themes emerge from the above assessment:

- There is substantial potential for increasing tree crop production, with special attention on
increasing current low yields (which reflect deeper underlying constraints), improving
quality, reducing production/postharvest losses, and for tapping the large areas in
Mindanao through viable smallholder/private sector enterprise arrangements;

- There is good potential for promoting inter-cropping (food crops/tree crops, various tree
crops), especially for smallholders, as part of a farming systems approach to supporting
farmer choices and enhancing returns to their land and labor;

* There is a need to improve substantially the investor "environment" to stimulate rural
investments and smallholder/investor/landowner partnerships.

B.. Market Scope for Expansion of Tree Crops

International Markets

3.17 The world market trade in vegetable oils is huge at about 33 million tons annually, of
which some 12 million tons are palm oil and 1.3 million tons coconut oil. The Philippines is a
major player in the coconut oil business with over half of world exports, but a very minor one in
palm oil. Whereas total world trade in vegetable oils is projected to grow over time, Philippine
coconut oil production has been in decline in recent years. The World Bank commodity price
projections indicate a downturn in the long-run prices of all vegetable oils, with such downturn
being most severe for palm oil and least for coconut oil. However, the incremental volume likely
to be produced by the Philippines is very small compared with world trade as a whole and,
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consequently, in the case of palm oil, there should be no problem in marketing incremental
supply. For coconut oil, the issue is more complicated. It is possible that the premium for
coconut oil which currently exists might fall, or at least be eroded by the continued growth in
other lauric oils, such as palm kernel oil whose supplies are likely to grow much faster than
coconut oil. Nevertheless, the World Bank projects that by 2010, coconut oil prices will fall in
real terms by only 17%, less than most other vegetable oils.

3.18 Incremental production of rubber and coffee would also be fairly small compared with
that exported on world markets. If output rose beyond the level of domestic requirements, the
incremental production could be easily absorbed at world prices, although in both cases emphasis
would need to be placed on improved quality in order to reduce the discount which would
currently be likely to apply if these products were exported. World Bank projections indicate a
likely increase in the price of rubber in real terms between 1998 and 2010 of 22%, but a fall in
world coffee prices of 14%. Annex 6 provides further details on the international market and
price prospects and implications for the Philippines (especially for coconuts).

The Domestic Market

3.19 Assuming that the Philippine economy gets out of the current E. Asia crisis and
population growth continues, demand for basic foods such as fruit can be expected to increase at
perhaps 3% to 4% per year over the next decade. This means that unless supply expands at a
parallel rate, which in aggregate is unlikely, real prices of fruits would be likely to increase.
Assuming fruit production mirrors the recent growth in 'all crops' production of 2% and that the
own price elasticity of fruits as a whole is unity, then the upward increase in domestic prices
would be about 1 - 2% p.a. However, there is a danger of overproduction of specific fruits. The
fact that the mango area is reported to have increased by some 70% over the last seven years, is
expected to result in a big upward kick in supply in the next few years. Some of this increase is
likely to go for exports, but overall, domestic supply is projected to grow by about 7% p.a. This
will cause domestic prices to fall in real terms; the magnitude of this fall would depend on the
own price elasticity of mango. Assuming this to be unity, the resultant price fall would be about
2.5% p.a. in real terms. As mango is very profitable at present prices, this may not be enough to
cause much of a slow down in new plantings.

3.20 In addition to the fresh fruit options, there are also market opportunities for processed
products - dried mango, banana chips, etc. These markets are expected to grow over time, but
the unit price to farmers is likely to be lower than those which are well located and can access
the fresh market. Nevertheless, their expansion may help to restrict domestic fresh fruit supplies
during peak production periods, and thereby support fresh fruit prices.

3.21 Fruit crops including durian, pomelo, calamansi, rambutan, lanzones and jackfruit have
reasonably good market prospects, although there can be a danger of over-supply of specific
items if too much concentration is placed on particular varieties. Because of the long lead-time
between planting and harvest, this is a real danger. Unlike with annual crops, oversupply
situations do not rapidly adjust. Therefore, in making assessments of local market potential, it
will be important to assess not only the present supply and demand, but also to evaluate the
amount of immature trees likely to be coming on stream within the next five years or so.

3.22 An important factor in the medium-term market prospects for both oil palm and coffee
will be the extent to which the Philippines expands supplies sufficiently to move from being in



- 32 -

balance (coffee) or importing (oil palm), as at present, to exporting. If the Philippines became a
significant net exporter of these crops, the farm-gate price of coffee, (which has high nominal
protection) would be reduced by about 20%, and that of palm oil (for which nominal protection
is quite low) by about 15%.

C. Current and Potential Profitability of Tree Crops (Financial & Economic)

3.23 Well-managed tree crops are financially profitable and economically viable at present
and likely to remain so for the future, even under the assumptions of a moderate decline in tree
crop produce prices internationally, as postulated by the World Bank. A summary of the key
economic and financial characteristics of different tree crops (on a pure stand basis) is set out in
Table 3.4. Details of assumptions and calculations are provided in Annex 7 (Financial Impact of
Tree Crops), Annex 8 (Current Financing of Tree Crop Planting and Options for Future) and
Annex 9 (Economic Returns from Tree Crop Investments).

Table 3.4: Summary of Financial and Economic Characters of Different Crops in
Favorable areas, under Good Management Conditions (except where
explicitly indicated figures do not take account of opportunity cost of land)

Oil Palm Rubber Coconuts Coconuts Coffee Mango Banana Rice Corn

Hybrid Local Rainfed Two Crops

Development US$ CostSha 1,328 1,243 720 727 1,378 844 1.029 0 0

Years of Development Period 3 6 4 6 2 7 1 1 1

First Year Annual Cash Flow Breaks Even 4 9 5 7 3 8 2 1 1

(a) Annualized Margins assuming
OCC-10% (constant 1998 USS
per hectare)

Financial Margin at 98 Prices 725 12 324 102 513 748 1,166 83 30

Financia Margin at Long Run Prices 355 115 239 75 354 563 412 83 30

Economic Margin at Long Run Prices 466 248 309 126 553 489 412 104 35

Base FRR '98 Financial Prices 39% 10% 36% 18% 50%/° 41% 136%

Base FRR Long Run Financial Prices 32% 16% 32% 21% 43% 37% 63%

FRR after Land Rent where relevant (LR Prices) 27% 24% 35% 29% ;3%

Base ERR Long Run Economic Prices 38% 23% 42% 27% 66% 41% 75%

ERR after Land Rent where relevant 33% 31% 57% 32% 63%

Labor Days/ha at Full Development incl Harvesting 95 156 65 48 163 67 117 198 115

Average Discounted Return per md (USSlmd) 6.78 3.58 7.65 4.73 5.35 13.70 6.51 2.56 2.32

Return permd during mature period (USS/md) 9.20 5.15 10.55 8.70 8.48 23.28 9.18 2.56 2.32

Econ. Cost of Production LR USS/ton (OCC-0t%) 27.5 375 95 121 685 96 45 130 79

Economic Farm Gate Prices (US/ton): 1998 98.8 561 330 330 1540 291 115 180 88

2010 67.8 711 264 264 1050 244 73 156 91

Fin'cial Cost of Prod LR USS/ton (OCC=10%) 35.8 530 130 175 920 123 59 IS0 115

Financial Farm Gate Prices (USS/ton): 1998 102.0 537 322 322 1525 350 137 200 125

2010 62.5 685 256 256 1009 290 87 200 125

Yield - Base Case (average for peak years kg/ha) 19,000 1,710 3,028 1,900 1,305 7,400 20,230 2,000 1,500

Minimum Yield Needed for 15% FRR (kg/ha) 11,400 1,670 1,665 1,600 945 3,500 14,300 1,890 1,451
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3.24 Just about all tree crops, which are mature and producing, are financially and
economically profitable to continue with. The analysis in Annex 8 shows that on average during
the mature period, the returns per man day to smallholders from continuing to produce tree crops
from mature stands vary from about $5 (equivalent) for rubber to just over $10 for hybrid
coconuts, with coffee, palm oil and tall coconuts falling between $5-$10. This rate compares
with $2.50 per day, which is the typical wage rate in the rural sector. Returns to land are also
good, compared with most other crops. At estimated long run financial prices, the margin per
hectare after covering the full cost of labor is attractive compared to that of most annual crops.

3.25 The analyses carried out in Annex 8 show that new planting, which is in suitable areas
and well implemented, is economically viable in the long run for the main tree crops under
consideration, (coconuts, rubber, oil palm coffee and fruits). All show economic and financial
rates of return to planting at projected long run prices of over 15%. However, at 1998 financial
prices, planting rubber, with an IRR of 10%, is not financially attractive. Sensitivity analyses
indicate that yields can fall below the 'good performance levels used in the models' by between
2% (only) for rubber and 53% for mango for tree crop investment to remain economically and
financially viable.

3.26 These analyses have been undertaken, based on the post financial crisis exchange rate of
Pesos 40 = US$1. This devaluation is a major factor in making tree crops potentially very
profitable. With no devaluation, and a stronger Peso, projected financial returns would have
been much less attractive. The long run estimated financial rates of return to palm oil, hybrid
coconuts and rubber at the pre devaluation exchange rate of Pesos 26=US$1 would have been
17%, 21%, 5% respectively (compared with 32%, 32% and 16% as estimated now).

3.27 For fanners deciding to new plant or replant an area, there is a long wait before the cash
flow becomes positive from the tree crop itself. While bananas first show a surplus in Year 2,
and coffee in year 3, the others take considerably longer. Indeed income from mangos only
exceeds cost in year 8 and for rubber, break even is only projected by year 9.

3.28 The fact that all of these tree crops show acceptable financial rates of return means that
theoretically farmers with a substantial proportion of their tree crop area in its prime should be
able to set aside part of the annual cash surplus from it. In some cases this could be used to
finance the planting of more areas, the output from which will eventually compensate for the
decline in existing tree crop yields as they become senile. The critical problem is how to deal
with replanting when most of the farmers' or estates' tree crops are already senile. This problem
is now faced by a number of the rubber estates which were turned over to their workers, and by
the majority of coconut smallholdings. Another important question is how to encourage planting
by new entrants to the business who, by definition, have no productive areas whose surplus they
could use to cover the cost in the immature period of their new planted trees.

D. Constraints to Tree Crop Development

3.29 It has been demonstrated that tree crops can play roles in poverty reduction, agro-
industrial development, regional growth and exports as well as environmental conservation by
(i) increasing agricultural productivity, (ii) crop diversification, and (iii) utilization of idle and
underutilized lands. However, the long-term potential for tree crop development is only possible
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if the barriers to private investments are addressed. They include: access to finance, access to
land, insecure and unclear property rights, marketing, technology, etc.

Lack ofAccess to Finance

3.30 There is a significant problem of lack of access to finance for development of tree crops
in the Philippines. Macro economic conditions are not conducive to long-term commercial
lending, while there are a number of sector specific constraints at micro level. The access
difficulty has been exacerbated by an old law, the General Banking Act of 1949, which mandates
a maximum grace period of three years on loans3 . This study reviewed existing programs which
'promote tree crop development, and found that are limited programs (including finance) which
provide this support (see Annex 8).

:3.31 In the late 1970s and early 1980s, the Development Bank of the Philippines (DBP) was
the conduit of long-term funds from the World Bank for rubber financing. This was possible
because the Monetary Board of the Central Bank exempted official development assistance from
the mandated three-year grace period. The economic crisis of 1983-1985 led to skyrocketing
interest rates which heavily reduced repayments at the time when rubber trees were still in their
early commercial phase. As a result, this special lending program ceased.

3.32 For the past decade, the whole of the Philippine banking system has remained largely
geared to short-term deposits and short-term loans, which are rolled over. This discourages
banks from making long gestation period loans with long grace periods, except if they are able to
use specific finance, for example, funds provided by World Bank, ADB or the Philippines Social
Security Agency (SSS). Without such finance, even large highly-solvent businesses would not
be able to obtain loans of 10 to 15-year maturity which would be required for self-liquidating
tree crop finance. Instead, long-term finance for tree crops has been provided out of retained
earnings or revolved short-term credits.

3.33 The reliance of government on T-bill financing, coupled with a relatively high financial
transaction cost and, in the past, lack of competition, has resulted in the Philippines having
relatively high nominal and high real interest rates. These too make debt finance for long-term
investments difficult. Typically, inflation has been 8%, T-bill rates 13% and nominal interest
rates to medium-scale commercial borrowers about 18%. This gives rise to real interest rates to
inivestors at the high level of about 10%.

3.34 At the micro level, commercial finance is hardly available to smallholders because of the
relative conservatism of the Philippine banking system which, almost universally, insists on
collateralized loans and most smallholders do not even have acceptable title to their land. Small
amounts of long-term finance, using agrarian reform funds, are made available by Land Bank to
farm co-operatives but very little of this had been used for tree crop development so far. Indeed,
of the P 10.3 billion (US$400 million) of LBP funds released to agrarian borrowers, in 1997,
only P 250 million (US$9.7 million) or about 2% were for medium and long-term loans.
Probably, less than 10% of this, or less than US$1 million was for tree crop investment. The
only other significant financing source for tree crop smallholders is UCPB CIIF foundation,
which is a development organization with a P175 million revolving fund for lending to coconut

3 It was only in late 1997 that the provision was repealed with the passage of the Agriculture and Fisheries
Modernization Act. The Monetary Board will issue implementing guidelines which are expected by early 1999.
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farmers, through cooperatives or farmers groups. At present, their lending is concentrated on
inter cropping and income enhancement for coconut farmers, not on replanting finance.

3.35 Some of the small amount of agrarian reform finance to tree crops channeled by LBP in
recent years has been to co-operatives which had been formed from the old plantations, through
their being acquired by the former workers. One example of this is the Makilala rubber
plantation. (See Box 5, Annex 5). In this case a loan was given for new planting about 1,000 ha
of rubber. This loan was officially governed by the three-year grace period limit imposed by
Philippine Law, but to overcome that problem it was restructured to effectively give a six-year
grace period. Although the interest rate on long term agrarian loans is nominally 14%, LBP does
not charge compound interest on unpaid interest. The net effect of this is that the true rate of
interest on a loan for rubber planting, with six years grace on both interest and principal would
be about 10%. This is much less than LBP would earn from short-term agrarian financing,
thereby making such lending unattractive to them. Furthermore, there are considerable doubts as
to whether those co-operatives, which have borrowed long term for tree crops (particularly
rubber or tall coconuts) will actually be able to service their debt.

3.36 The harsh reality is that it is only feasible to use debt finance for rubber or tall coconut
replanting by smallholders to a very limited extent. Such financing would need to be medium-
term, perhaps to cover the first year's expenditures and spread them over three years. This can
only apply where there is sufficient cash flow from other enterprises to service the debt. The
idea of significant debt financing matching the gestation period of these crops is unrealistic for
new smallholders. At commercial interest rates, such a loan would need to be for 15 years and
the financial institution would receive no cash inflow for at least seven years. When potential
borrowers are smallholders, without collateral, it is highly unlikely that a prudent financial
institution would voluntarily make such loans. However, it remains likely that a small but
significant amount of rubber and coconuts will be in the hands of commercial operators, or even
new investors with other income sources (for example families, some of whose members work
outside agriculture, but who together own viable areas of land). These people may well have
both collateral and the cash flow to carry themselves through the immature period. Accordingly,
they could be appropriate users of unsubsidized long term finance for rubber/coconut
development, if such funding became available.

3.37 For more profitable tree-crops, which have a shorter gestation period, such as coffee or
oil palm, loan finance to smallholders would be more feasible. Land Bank is currently engaged
in a first tranche of oil palm financing. It is making a medium term commercial loan to a nucleus
estate and processing company (acting as anchor) for the initial two-year establishment of the
crop. Following that period, the loan to the processor would be repaid with a new loan taken out
by the smallholders, themselves. Part of the package is for the smallholders to have a long-termn
contract with the anchor firm, covering both the establishment of the crop and the subsequent
marketing of the produce. Cost recovery of the smallholders' loan would be through sales of
fresh fruit bunches (FFB) to the processor. Providing long-term wholesale finance is made
available to retail banks, to allow them to continue to match the maturity of assets and liabilities,
this system should be workable. For the smallholders, it will be important that either they have
off farm employment, or the area of oil palm developed is only part of their land, and that during
the development period, they are able to earn income from other crops to meet basic needs.
Financing in this way, using a processor with whom the lending bank already has financial
relationships as an anchor, should allow debt financing to be a useful tool for tree crop
development even by smallholders. Overall, however, this type of system would only apply to
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less than 5% of the smallholder owned land presently under tree crops. For the vast majority of
these coconut fanners and rubber farmers, replanting has to be handled using a different
financing mechanism.

3.38 With the advent of CARP, a number of rubber plantations were transferred to the
beneficiaries under the voluntary offer to sell. These plantations in Basilan and Zamboanga had
a high proportion of senile tree stands. DAR has recently appropriated P100 million for
replanting to be co-financed by Land Bank. To "circumvent" the banking law, DAR proposes to
lend its funds at 4.5% interest rate for the first three years, and Land Bank would pick up the
balance during the fourth to sixth year. Such a loan would be capable of being repaid, but will
be costly to administer and the DAR element, which is effectively an 80% subsidy, anyway, may
be better as a grant, with clear provisions for minimum amount of counterpart contributions
(either in kind or in cash).

Problems ofAccess to Land and Unclear Property Rights

3.39 Tree crop investment is a major business decision because of the need for long payback
periods. The limited development of large estates in the past was constrained by the
Constitutional limits of 1,024 ha. With the advent of CARP, private investments in replanting
and new plantings, particularly for coconut, rubber, oil palm and some fruit trees, have
practically ceased. CARP created uncertainties in landownership, contributed to the loss of
collateral value of agricultural lands, and closed the door to large landholdings. Moreover,
"'landless" investors, who are not interested in owning land, but require security of tenure in the
use of the land are adopting a "wait-and-see" attitude due to "moving" land ownership under
CARP's land acquisition schedule.

3.40 The twin concerns of land access and property rights must be addressed. Among the
immediate issues are (see Annex 9 for further details):-

(a) Commercial Farms. Some 816 farms on less than 35,000 ha (average farm size: 43 ha) are
now subject of compulsory acquisition. Almost 87% of the areas are in Mindanao and 10,000 ha
are in bananas, mostly for export. A "breathing" spell may be necessary to allow the companies
and farmworkers to find mutually beneficial arrangements.

(b) Pace of Land Acquisition. The slow pace of land acquisition has caused uncertainties not
only for landowners, but also for potential "landless" investors. Only 47% of private lands
albove 50 ha have been so far acquired; similar status applies to lands between 24 and 50 ha
(31%), and to lands between 5 and 24 ha (48%). These lands have an aggregate area of almost
9:20,000 ha. Assuming a conservative land valuation of P50,000 per ha, these will entail almost
P50 billion (US$1.25 billion) in land compensation with almost P20 billion (US$0.5 billion) for
land below 24 ha. Such sums may not be available within a reasonable time period.

A resultant slow pace of acquisition limits landowners options in investing in the rural sector in
twvo ways: they will not invest on their own land as it is subject to acquisition; and they have
limited funds to invest in rural-based project as they have not been compensated for their lands.
The current situation is also a barrier to new investors. Potential investors from the urban sector
desire to acquire land for development but they are not "preferred" beneficiaries under CARL,
and they have limited option for land consolidation because of the "moving of land ownership.
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"Landless" investors have also expressed intent in leasing land. However, they are severely
constrained on whom to negotiate with for lease tenure.

(c) Land titling. Land titling and registration increases the value of land as collateral. By
providing security of tenure, it encourages the users of land to invest to increase its productivity.
In the past, the urgency to acquire lands resulted in the issuance of mother titles (CLOAs) rather
than individual titles. This is not responsive to farmers who want to sell their share of the land or
to the financial institutions which require individual's titles as collaterals.

(d) VOS Lands. Many of the lands voluntarily offered for sale (VOS) have not been acquired or
paid for. This limits the options of landowners to invest in rural-based enterprises as well as
initiate mutually beneficial arrangements with CARP beneficiaries.

(e) DENR regulations in public lands have changed many times in the last ten years. There are
lands ideal for tree crops, but these are classified as forest lands which limits crop choice to
timber species and rubber in integrated forest management agreements. According to a DENR
field staff, ISF areas and ancestral domains are now allowed up to 80% of their lands to non-
timber species. These will have to be clarified to re-assure investors, and hence their willingness
to invest in varied tree crops. It is imperative for DENR to fast-track the delineation of protection
forests, buffer zones, and production forests to attract investments in the uplands.

(f) Public Lands. Lands awarded on a 25-year lease and renewable for another 25 years are not
ideal for several cycles of tree crops. One rubber cycle may take 35 years and oil palm up to 30
years. In addition, the certificate of stewardship (which is the basis for occupying public land) is
not eligible as collateral. It is estimated that at least 0.5 million ha of public land would be
technically suitable for tree crops.

(g) Ancestral Domains. The passage of the Indigenous Peoples Right Act (IPRA) provides the
indigenous people with free rein in the management of their ancestral domains and promotes
partnerships with interested investors. The DENR reported that some 2.8 million ha have been
surveyed and delineated by mid-1998. However, indigenous tribes have complained that land
boundaries among tribes have to be settled. This has been further delayed by the recent transfer
of mandate from the DENR to the Commission of Indigenous People.

Output Marketing Constraints

3.41 At the macro level, there are not significant constraints to marketing of likely additional
Philippine tree crop production. However, in the context of global competition, tree crop
producers must not only address production but also other equally important factors: minimum
volumes, quality, and delivery. Smallholders are generally unorganized and this affects the
minimum quantities required to fill a truck and to deliver to buyers on a regular basis. Quality of
farmn produce, in part due to harvest and post-harvest handling, leaves much to be desired which
invariably lead to price discounts. This is highly evident in copra, coffee, rubber, and cacao.
Post-harvest losses are high for fruits.

3.42 The lack of farmers' organization, coupled with the poor farm-to-market roads,
ultimately lead to limited competition and inefficiency among middlemen. Generally, when the
market information and infrastructure are improved, a more competitive marketing system is
likely to prevail.



- 38 -

3.43 The uncertainties in international markets (which influence world prices) that ultimately
impact on farm prices have affected tree crop investments. Rubber, coffee and cacao farms were
severely hit by the low commodity prices in the early 1990s. By contrast, Cavendish banana
prices are generally stable as export prices are controlled by the multinational firms. The
massive peso depreciation since mid-1997, which has had the effect to restoring the Philippines
purchasing power parity with the US$ to the level of the early 1 990s has benefited the main tree
crop producers and restored their competitiveness.

Technology Weaknesses

3.44 Philippine agriculture is highly dualistic. Smallholders have generally low productivity
and poor utilization of land. By contrast, well-managed commercial farms have generally
attained high productivity. For example, the average coffee yield is only 400-600 kg per ha
compared to a good farm yield of 1,500-2,000 kg per ha. The average yield of banana farm is
only 10 ton per ha but good Cavendish farms achieve 50 ton per ha. This is unfortunate but it
indicates that competitive technologies are already available in the country. The key is good
farm management and access to technology. But, currently there are a number of constraints in
generating these needed technologies, including:

* Suitability of improved varieties to climatic conditions;
• Improved technologies tend to be input intensive and require better cultural management;
* Limited presence of extension workers at farm level, which has worsened since devolution of

extension to LGUs;
* Budgetary constraints which limit needed funding for research and extension services; and
* Weak research/extension/farmer linkages, especially for tree crops which require more

refined technologies.

These weaknesses can be addressed by improving research and extension systems and capacities,
with an emphasis on forging strong linkages with farmer needs to ensure technologies are
demand driven. The more complex technology options, higher profitability levels, larger farm
areas involving some of the tree type fanns lend themselves to expanding the role of private
sector in generating and disseminating these technologies.

Problems Associated with Critical Inputs

3.45 Low productivity among tree crops can be attributed to several factors. Among them:
poor planting materials, low fertilizer and other input use. By and large fertilizers and chemicals
are available, but the problem, particularly for coconut smallholders, is the response delay which
they cannot afford to finance. This is partly a legacy of the share cropping systems, which
militate heavily against input use. (Normally, whoever pays for the input at best gets only a
share of the incremental output). Particular problems in the recent past have been the shortage of
good quality planting materials. With coconuts, hybrid planting materials have not been widely
available due to lack of seed garden development. With rubber, the best clones are not available
in the country, and there is some doubt as to the genetic purity of some of the existing bud-wood
of the relatively old fashioned clones presently being used. Similar constraints are faced by fruit
smallholders. Improvement in planting material quality may come from a more open foreign
investment policy, which could attract plantation companies from other countries with
commercial access to better planting material.
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Transportation and Other Infrastructure

3.46 The poor state of infrastructure (e.g. roads and port handling) has multiple effects on tree
crops. It increases the costs of farm inputs, reduces farm prices and affects quality. It is also a
barrier to new investments as it reduces access to new land. Transportation is particularly critical
to those tree crops, which are perishable or need immediate processing. Mango and other fruits
are sensitive to the quality of farm-to-market roads as they suffer post harvest quality and
quantity losses. Oil palm must be transported to the mill within 24 hours as delays would
increase its free fatty acid content. Although, the transport bottlenecks in the Philippines may be
reduced over time, they are a 'hard constraint' in many cases. Agricultural planning (by GOK
and especially private sector) needs to take them into account in crop selection, particularly in
deciding upon areas to grow bulky crops such as fruit for the fresh market. Rubber, coconuts
and coffee are less sensitive to transport constraints, because the unit output, ex-farm is relatively
low, the product has good keeping qualities and the unit value is quite high.

Other Constraints

3.47 Tree crop development in some areas is heavily constrained by security problems.
Investors are hesitant to enter some areas in Mindanao (e.g. Basilan, Zamboanga, Maguindanao,
Lanao and Cotabato) due to threats to their personal life as well as extortion ("revolutionary
taxation"). Although these areas possess good lands for development, investments are not
always forthcoming. A related constraint is the high "informal taxation" in many areas. A cargo
truck passes through many "check points" along the highway. Some fruit traders claim that
along a distance of 150 kilometers, there could be up to 10 "check points" demanding from P50
to P100 each. The amelioration of this constraint can only result as part of a general
improvement in the law-abiding nature of society and civil peace.

3.48 Natural calamities have severely affected tree crop development in some areas. Strong
typhoons have damaged coconut trees and other tree crops in Bicol and eastern Visayas.
Typhoon Rosing in 1995 caused coconut trees in Bicol region to be unproductive for at least
three years. Again, typhoon Loleng in late 1998 caused similar damage in the Bicol region.
These constraints have to be worked around, as they are exogenous to any farmer/investor.

E. Summary of Alternative Investment/Management Systems

3.49 Based on the review of E. Asian experiences in tree crop development systems, there are
seven broad types of tree crop management systems for supporting replanting/new planting (see
Annex 11 for more details, including the strengths, weaknesses, and relevance for the
Philippines):

1. Collectively organized systems:-

(i) out-growers based on a nucleus estate;

(ii) centralized management through a co-operative of smallholders; and

(iii) centralized management provided by the private sector, either as a lease-back or else a
joint venture between a corporate farm and smallholders
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2. Individual ownership:-
(i) supported by a project management unit (PMU);

(ii) with no support;

(iii) supported by strengthened wide-ranging institutions; and

(iv) supported by an existing specialized agency set up to operate a grant/cess system

3.50 Each of these types of management system operate in some form or another in the
Philippines. The system of out-growers to a nucleus estate (NES) has the potential to work with
profitable crops which are marketed through the nucleus estate, most particularly oil palm.
Experience in Indonesia has indicated that there can be conflict between the out-growers and the
nucleus estate in that the processing plant is a monopoly. For this system to work successfully
there probably needs to be a number of such arrangements and a set of well-defined contract
conditions so that as prices and benefits change over time, farmers get fair rewards and the
processors remain viable. Also, the existence of a number of separate but transparent NES
operations for the same crop means there is an element of competition, albeit indirect.

3.51 Centralized management through newly-formed ARB co-operatives has been tried in the
Philippines with rubber and one or two other crops. The general impression is that even the
better organized of such businesses are struggling, and whilst this structure fitted the concept of
agrarian reform, it has not worked well commercially. Even those who strongly advocated of
such systems at the beginning of the new Agrarian Reform process now have serious doubts as to
whether this type arrangement can really work.

3.52 Centralized management through corporate farms is potentially the best way technically
to develop tree crops and is certainly the most appropriate with high-value crops, which need
skilled marketing (for example, bananas). These kinds of organizations can provide commercial
opportunities for smallholders, but as workers, foremen or managers in the organization, not
generally as petty entrepreneurs. It is possible, however, for a significant part of the production
to be under the direct control of the smallholder as a contract grower, responsible for a specific
area of land. Under these circumstances, this option becomes similar to the NES arrangement,
but with a joint venture, the smallholder, through his co-operative, has some influence in the
direction and policies of the Joint Venture company which manages the scheme. In the
Philippines, the new GOP has introduced this option as one of the major instruments for
enhancing benefits to agrarian reform communities ("JEEP", or Joint Economic Enterprise
Program, better known as "corporatives"). It is not clear whether it will be effective in meeting
this objective.

3.53 Project management units (PMUs) encouraging the production of specific crops in
specific areas can be an effective development tool, but they are expensive to operate and may
have the unfortunate side effect of undermining commercial development by local service
providers. However, they can be particularly useful in delimited areas where there is a specific
subsidy from outside, such as bilateral aid, which is not fungible. There is also the potential
problem of how to deal with people outside the area but who want services from the PMU. In
the Philippines, this problem can be minimized by using PMUs in areas where there are obvious
borders, e.g., on specific islands.
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3.54 Individual ownership with no special support applies across most of the Philippines. The
main problem is that it is ineffective in helping smallholders (particularly ARBs), who as a result
of agrarian reform, are the major tree crop owners, to plant or replant.

3.55 Much more appropriate would be individual ownership supported by strengthened
institutions with links to research, extension, credit and private sector marketing. This kind of
arrangement is good for commercial farmers or farmers tied up with strong co-operatives which
have operational ties to research institutions, working capital finance, and final markets.
However, it will not solve the key problem of finance for new planting or replanting. For
individual smallholders to be able to benefit from improved institutions, linkages, probably
through co-operatives or farmers groups, would have to be developed to provide a forum for
them to interact effectively with research, financial institutions or markets.

3.56 The only practical way in which replanting can be effected by poor farmers with few
resources is through a system whereby most of the cost of replanting is covered by a grant,
supervised and implemented by a technical agency. The weakness of such a system is that it is
costly to introduce and that there is skepticism about whether graft and corruption could be
avoided. The imposition of an appropriate cess (levy) could enable replanting grants to be
industry financed for those crops from which cess (levy) collection is relatively straightforward.
Such a system could be applied to coconuts, providing resources from the previously collected
coconut levy were available to the industry. It could also be introduced for rubber, but would
require the establishment of a new institution, unless such activities were financed only for
ARBs within ARCs. In that case, DAR could become the implementing agency. Such a targeted
arrangement would probably preclude having an industry-wide cess.
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IV. PROPOSED STRATEGIES, IMPLICATIONS AND
ACTION PLAN

A. Assessment of Broad Strategy Options

4.1 In the context of goals of poverty alleviation, agri-industrialization, regional development
and export generation, tree crop development could form a major element of a sustainable rural
development strategy. It has been shown in the previous chapters that:

* the Philippines has a strong comparative advantage in tree crop product production; it
has the right climate and location for a range of tree crops (not only coconuts); tree
crops can fit well with smallholder farming systems and based on the present and
projected future cost structure, tree crops can be produced profitably at projected long
run prices (both financial and economic). The main disadvantage of growing tree
crops is the long gestation period for establishing new tree crops, but farmers are best
able to make these crop/enterprise decisions, and their menu of profitable crop
options needs to be expanded. There are many factors which will determine the final
comparative advantage and competitiveness of tree crops which are best judged by
farmers and investors. Given the large numbers of smallholders already relying on
coconut, it is suggested that coconut warrant a high priority, but other crop options
should also be provided to farmers;

- tree crops have growing markets (export and domestic) and can substitute for imports
(e.g., oil palm and cacao) or potential future imports (e.g., coffee);

* tree crop expansion would support and increase the viability of rural industries
because this would increase raw material supply to processing plants which currently
have excess capacity (particularly in the coconut processing, oil palm, rubber and
fruits sub-sectors);

* the constraints to increased tree crop production are multiple, and need to be tackled
on several parallel fronts; one of the main constraints involve institutional
arrangements, and there is a need to develop lasting institutions (private as much as
possible) that will provide a sustainable environment for smallholder tree crop
development; and

. tree crops comprise one of the few real options for sustainable and significant
increases in rural incomes especially as smallholders are able to participate in viable
commercial tree crop enterprises. In the case of "backyard" tree crops, they could
enhance food security for large numbers of poor rural households. Tree crops could
play a strategic role in regional development ----by diversifying agriculture, and in
particular by making use of under-utilized and unproductive areas and stimulating
rural-based enterprises.



- 43 -

4.2 GOP has 3 broad strategic options with respect to tree crops:

* Status Quo: GOP to continue its current policies and programs, which are not very
effective in tapping Philippines' potential;

* "Active" Development: GOP to rationalize the status quo, including removing
administrative bottlenecks and modest increases in investments; or

* "Proactive" Development: GOP to carry out an active policy of expanding and
diversifying_ tree crops, which would involve mobilizing additional private and
public resources.

4.3 Key elements of these options are summarized below and elaborated upon (under
'Implications and Recommendations', and Suggested Framework of a possible Tree Crop
Development and Diversification Program).

4.4 Status Quo. This first option which involves GOP taking no special actions would allow
the development of tree crops (or more likely lack of it) to continue along present lines. This
would be contrary to the spirit of the new GOP policy, as articulated in the AFMA and President
Estrada's recently announced target of reducing poverty incidence to 20% by 2004. It would be
likely to result in a continued decline in plantation type crop production, which would be partly
offset by the continued development of commercial fruit trees, bananas and to a lesser extent
coffee. Exports of rubber and coconut products would be likely to fall, but those of banana and
mango would probably continue at about the present level. At the smallholder level, poverty
among small scale rubber and coconut farmers would increase.

4.5 "Active" Development: The second option is to try to improve upon the implementation
of the existing framework for tree crops, taking actions and implementing measures, which
would rationalize the present situation, but without radically changing the status quo. This
covers keeping the existing structures and financial support for tree crops but making changes at
the margin to encourage tree crop production. It would involve no new significant budgetary
allocations. Measures which could contribute to this would include:

* clarifying the ownership of the massive Coconut Levy funds, and as a result
establishing the sources and availability of funding for PCA and other appropriate
channels;

* depending on the availability of funding which has been determined, rationalize
PCA's Governance, with the intention that PCA will determine how it can best
promote the development of coconut farmers and the coconut products industry,
this would cover, inter alia, the possibility of financing replanting using PCA
resources;

* identifying clearly 'Acceptable Procedures' for CARP on tree crop areas so that
potential landless investors, estate workers and estate owners all have a clear
understanding as to their rights and options - This appears to have been addressed
by the recent issuance (12/98) of DAR's Administrative Order No. 9, although the
implications of this AO have yet to be fully assessed;
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* in situations of individual smallholder land ownership, accelerating the issuance of
title, and implementing a more flexible policy on land transfer (both rental and
ownership) for CARP beneficiaries and their heirs;

* removing any BSP-imposed constraints on lending grace periods for tree crop
loans;

* identifying clearly DAR/ARF funding which is earmarked for tree crops and
converting the proposed subsidized credit into equivalent grants (present credit
proposals are likely to cost, in discounted terms, only about 10-20% more than a
grant for the same amount). Therefore, a grant equal to about 80% of the proposed
credit would be a more realistic development instrument; and

* Operationalizing key elements of the AFMA with respect to its support to tree crop
development.

4.6 Successful implementation of these measures would have an important impact on tree
crop production, especially in promoting initial private sector investments and smallholder
participation. It would be likely to arrest the decline in coconut production, and would improve
the living standards of coconut farmers (most of whom are below poverty line). Oil palm and
coffee plantings and production, which would benefit from removal of BSP constraints and
clarification of land issues, would be likely to increase modestly. However, these measures
would be unlikely to have significant impact on rubber planting or production, which could be
expected to decline.

4.7 "Proactive" Development: The third alternative is for GOP to pro-actively promote tree
crop development, including the use of increased budgetary resources. Such a policy could be
justified by the fact that tree crops are economically sound, have strong poverty alleviation and
environmental impacts, and that they also provide linkages to processing and increased
employment. Given that economic returns to tree crop investment are generally much higher
than financial returns, there is a strong case for GOP to take active measures to encourage tree
crop investment. Measures to activate expansion of tree crop production and diversification
could include (in addition to the "Active" Actions cited above):

* Reassessment of DENR logged over forest and permitting those areas, which are
technically suitable for tree crops, to be used for those purposes under similar
conditions to forestry;

* Implementation of an expanded investment cost-sharing program for tree crops
(e.g., replanting of rubber, provision of planting materials to
smallholdersl"backyard" tree farmers);

* Acquisition of additional long term resources to finance tree crop development.
This could involve a World Bank Loan channeled through LBP (and/or DBP)
specifically to finance increased long term lending at unsubsidized rates for viable
tree crops by the banking sector through participating financial institutions and
possibly through LBP's own branches. Such a loan could also involve development
of appropriate financing support mechanisms to facilitate lending for viable
investments. IFC also has expressed interest in providing long term resources as
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equity investments (e.g. for direct investment in oil palm and/or the establishment
of a tree crop investment fund);

* Relaxation of constraints on foreign investment involving long term control of land
for plantations so as to reduce the problems for foreigners' investment in tree crops.
The benefits from this would include both capital and technology transfer, and
expanded access to markets; and

* Significant strengthening of public and private sector institutions to provide
appropriate support to smallholders and investors/entrepreneurs in increasing tree
crop production and processing (with clearly defined roles, ensuring that this
support is market-driven, and Government focuses on the "public good" roles, such
as improved research systems). (e.g. building on the work being done by the
growth with the USAID-supported Equity Program/GEM).

4.8 The impact of these broad strategies at the farm level would be different for each farm
type. This is illustrated in Table 4.1 (say, for at least the "Active" option):
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Table 4.1 Policy Linkages with Tree Crop Farm Types (Nos. refers to current situation)

FARM TYPE 1/ KEY RELEVANT POLICIES Present Tree Crop No. of
Area ('000 ha) and Rural

prospects Households
('000)

1. Coconut - * Restructuring of PCA in line with 1,750 840
High Potential revised role and resources available.

* Develop PCA supported seed Area likely to remain
gardens and private and PCA stable with some
nurseries for improved varieties. replanting

* Expand PCA grant supported
replanting program.

Clarification of land tenure arrangements
for leasehold lands so that intercropping
is not discouraged.
TA for intercropping through PCA and
other agencies, depending on location and
specific crop (e.g. coffee with Nestle) and
supporting short/medium term credit
(LBP, UCPB/ CIIF).

2. Coconut- Restructuring of PCA in line with 800 420
Medium available resources
Potential Clarification of land tenure arrangements Area likely to diminish

for leasehold lands so that intercropping as alternative land use
is not discouraged. opportunities are seen to
TA for intercropping through PCA and be more profitable.
other agencies, depending on location and
specific crop (e.g. coffee with Nestle) and
supporting short/medium term credit
(LBP, UCPB CIIF).
Focus on diversification options.

3. Rubber - More emphasis from DAR/DENR in land 110 65
Smallholder administration to ensure that farner has

title and can sell, rent or transfer land Productive area would
areas if appropriate. be likely to increase
For ARBs introduce grant supported only if grants for
replanting scheme. This may require replanting were
enhancement of DAR's PMUs dealing extended. New planting
with ARCs and an extension of the ARC by smailholders using
development support to include grant own resources likely to
aided rubber in addition to irrigation. be very limited.
Farmers cost share could include part of
his labor and part of the income from
sales of rubber timber. Replanting need
not only be for rubber, but could also be
for oil palm or other tree crops.
Better market linkages to improve market
information and product quality and
hence higher average unit revenue
Additional ST & MT credit for tapping
equipment and production inputs
including for rehabilitation.

4. Rubber - Farm size over 25 ha. As above, for ARB 35 13
Estates (a) (b) co-operatives and in addition credit to be
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FARM TYPE 1/ KEY RELEVANT POLICIES Present Tree Crop No. of
Area ('000 ha) and Rural

prospects Households
('000)

available for cooperative's working Potential for area to
capital. increase as a result of
For commercial estates, clarification of private investment.
CARP status would take away ARB estates which are
uncertainty. Those with good collateral generally run down are
and balanced production would access likely to increase
newly available M&LT credit through the output, as a result of
banking system (with refinancing improved policies, but
window). probably not area
Opportunities for new commercial (except through new
development, possibly as joint ventures areas being subject to
with indigenous land interests on logged CARP - which would
over DENR controlled land. correspondingly reduce

commercial estates).
5. Coffee Development to be commercially 70 65

supported as at present, but with
improved opportunities for credit, Area could increase as a
particularly for rejuvenation, as a result of result of more coffee
LBP placing greater emphasis on lending being produced on
to crops other than rice and corn. medium potential
Opportunities for coffee development by coconut land, with the
commercial farners and financing for eventual phasing out of
those with collateral under RCF. the coconuts.

6. Oil Palm - Opportunities for new commercial 15 3
Commercial (a) development on logged over DENR Area likely to increase

controlled land. substantially, partly
Steps to encourage foreign investment from commercial
would act as a catalyst for oil palm development of forner
expansion, particularly as Philippines logged over forest and
would be seen as having potentially lower partly from old rubber
production costs than Malaysia. lands replanted to oil
New fmnancing options being developed palm.
under private/smallholder leasing
growership or JV arrangements. LT
credit (blended with grant in some cases)
supported by refinancing window.

7. Fruit Trees - Continued market linkage support 70 52
Commercial (a) particularly to encourage processing to

increase value added and expand Area likely to grow as
aggregate market. both domestic and
Commercial nurseries, improved access export markets expand -
to MT & LT finance. possibility of over
Infrastructure planning to take account of production and hence
high potential areas. lower domestic prices if
Increased and better directed applied program for new
research, including in relation to planting of fresh fruit is
processing. too successful
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8. Mixed Tree Farms with multi-cropping of tree crops. 1,600 1,850
System Continued market linkage support.

Better directed applied research, Some growth likely but
including on appropriate tree crops and in aggregate market
varieties to improve nutrition among poor limited for fruits. May
families and on low cost fruit be an expansion of
conservation techniques. coffee and cacao areas
Commercial nurseries, possibly supported on these farm types.
by a voucher system for grant supported
planting materials distribution from
approved nurseries within selected areas
of high potential with good market
prospects.

9. Backyard Farms with less than 0.1 ha of tree crops 80 1,500
Directed applied research - as above. Potential for growth,
Possibly a voucher system for planting particularly in
materials and critical fertilizer and production for own
chemicals distribution from approved consumption.
commercial suppliers, in ARC areas.

TOTALs: Not Applicable 4,530 4,808

1/ Represents the dominant farming systems of farms with or without tree crops.

Note: (a) No. of households includes farm workers in estates and commercial fruit trees.

(b) Includes ARB plantations

1B. Implications and Recommendations

4.9 Overview: As a minimum, it is recommended that GOP adopt the "Active" option of
supporting tree crop development through rationalizing its present policies and supporting
services. In addition, GOP may decide to pursue the "Pro-active" role in market-led tree crop
development and take some steps which would remove the main constraints, and use additional
public funds primarily to stimulate viable private sector investments. It is clear however that
total annual investment in tree crops, even to maintain the "status quo" and prevent
"decapitalizing" an important asset, will be substantial. The lynchpin of long-term policy,
therefore, must be to provide a favorable environment for stimulating private investments in tree
crops and associated rural sector activities such as processing, transportation and trade.

4.10 Such an environment necessitates removal of "biases" and barriers to investments in tree
c:rops. This will require concerted and "deeper" policy actions, and institutional strengthening,
some which are general in nature; and some which are sector or crop specific. The policy areas
and related constraints can be categorized into:

* land access, security of land tenure and land markets;

* investment and financing (including access to foreign investments);

* support and institutional services, particularly to smallholders and private sector
groups.
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4.11 In the short term (say, 1-3 years), these areas can be addressed through executive actions
and legislation; in the medium-term, the required actions will involve more fundamental policy
reforms (e.g., revisiting the Constitution).

4.12 Removal of Investment Barriers

(a) Land Access, Security of Tenure, and Land Markets

Land access and security of tenure is a basic ingredient for private investments in agriculture.
CARL, in its present form, continues to create uncertainty, which discourages investments by
landowners and by "landless" potential investors. The primary areas of concern include:

* The slow implementation of CARP. Potential investors, who are not interested
in owning land per se, are constrained by the "moving land ownership"
following the phasing of land acquisition. Their interest is in being able to use
an area of land area under lease or through a joint venture where economies of
scale are feasible and where security of tenure is assured. Economies of scale
would be expected in areas and crops which require tractor services, irrigation
and drainage and a farm management structure on consolidated areas of land.

* Commercial farms totaling about 35,000 ha still face the uncertainties of
compulsory acquisition. The slow implementation of CARP appears to be
accentuating this investor uncertainty. Undoubtedly, not all of these farms are
well-managed. However, there are farms included, which pay industrial
wages and are globally competitive in their product/market niches. Some of
these farms took decades to develop a management system that is "world
class" and profitable. It will be important to ensure that these strengths are
maintained and are not allowed to disappear during the compulsory
acquisition process.

* Many logged-over areas of public lands are suitable for tree crop
development. However, they cannot be re-classified as A&D lands and the
'stewardship contract' under which they can be privately occupied is limited
to 25 years, renewable for another 25 years. The initial commitment period
may appear to potential investors as rather short for rubber, for which the
economic life of a single cycle can be 35 years.

4.13 The present and continually changing policies on "forest lands" have confused potential
investors in crop choices as well as led to uncertainties on land access. Land markets and foreign
access also are not clear, as indicated below.

* Land Markets: Because of the current regulations of the Agrarian Reform
process there is only a very limited and imperfect market in agricultural land.
This negatively affects private investments in several ways. Firstly, the loss
of collateral value of agricultural land following CARL restrictions on land
transfer severely limits the access of smallholders to financing. Secondly, the
CARL transferability restriction of 'over ten years from full payment' has a
two-fold effect: (i) old beneficiaries can not monetize their land assets until
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after 10 years from full payment; and (ii) landless investors face barriers to
land access and consolidation. Thirdly, the past practice of issuing mother
titles or a certificate of land ownership award (CLOA) makes land transfer
very difficult for those individual ARBs who want to op-out of the group with
claims on the CLOA or to monetize their land assets; and

Foreign Access: Removal of barriers to foreign land ownership and/or long
term lease would assist in the transfer of technology and access to markets
from neighboring countries with more successful tree crop sectors.

(b) Financing

4.14 The bias against tree crops caused by lack of availability of long term finance needs to be
redressed by taking steps to help make such resources available to financing institutions and
enabling them to lend effectively to the sub-sector. In the latter regard, the repeal of the three-
year grace period ceiling, (para 3.30) legislated under AFMA needs to be effected through
issuance of implementation guidelines by the Monetary Board. While this would be an
important step in legally enabling long term investment, it will not solve the issue of lack of
long-term domestic resources within the banking sector. A permanent solution to banks'
shortages of long-term domestic funds, which is an endemic problem in the Philippines, needs to
be found. Banks need to extend the average maturity of their liabilities, by issuing long term
bonds and promoting longer dated deposit instruments. However, domestic savers are wary and
although some steps are being taken in this direction, this problem (paras 3.32 and 3.33), which
represents a "market failure" is unlikely to be overcome in the near term. Philippine banks are
prudently conservative and are concerned about matching their exposure to tree crop lending
wvith the prevailing terms and maturities of their funding sources ("golden rule of banking").
Consequently without access to special long term funds they would be unlikely to lend long term
fDr tree crops. The issue of availability of long term resources could be overcome in the medium
term through official development assistance and counterpart financing under on-lending
schemes at market rates to accredited financial institutions. This could work in a similar way to
CLF, with commercial lending decisions being made by the PFIs and individual loans discounted
by LBP. To broaden the appeal of such a program to the banks and to reduce the spreads which
they would seek, it may also be possible to develop schemes for collateral enhancement,
including appropriate insurance or loan guarantee schemes, possibly through existing agencies.
Additionally, risks to the PFIs could be further reduced by packaging investment schemes to
include some finance from an equity fund, possibly with IFC involvement.

(c) Support Services and Institutional Roles

4.15 Smallholder development of plantation type crops would require dissemination of good
planting materials, technical services (with strong research/extension/farmer linkages), and
probably investment cost-sharing in tree crop establishment. Tree crops under backyard systems
may only require support in the form of good seedlings or planting materials. With respect to
commercial farms, it is likely that they would need to have access to bank financing under an
ODA-supported window.
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Strengthening Institutional Roles and Capacities

4.16 An efficient smallholder tree crops development program in the Philippines requires a
review and rationalization/reform of the different institutional arrangements of the agencies of
government and private sector involved in its implementation. Smallholders need to have access
to a wide range of services including research, information on technologies and markets,
propagation of planting materials, provision of inputs, marketing of outputs, and access to
finance (the most difficult one). Market failures in many countries have meant that these services
have been taken by Government institutions, which in turn resulted more market distortions
preventing the development of private services (e.g., establishing a Project Management Unit,
which takes over all of these services, but once the project is terminated, all comes to a halt).
Accordingly, more sustainable approaches to building lasting institutions to provide such
services need to be developed.

4.17 With coconut, Philippine Coconut Authority (PCA) has been given the mandate to
provide leadership in the development of the industry. For the past years, its growth has been
much delayed due to low a level of investments and commitments to its development,
characterized by too many under-funded, short duration programs which have been unable to
generate a sustainable impact. This has demoralized both the farmers and the PCA extension
staff. As a result, the common practice is still for no application of fertilizers or other inputs, and
replanting has been very slow and poorly maintained. The Research Branch has achieved
important breakthroughs in breeding, agronomy, plant protection and coconut wood utilization,
but their adoption has been limited by the absence of sustained outreach programs and
unpredictable funding. More emphasis is now needed on the management of the research
program to restore its momentum and make it more dynamic and smallholder related. In order
for the coconut industry to be vibrant, strong leadership is required and improved policies need
to be adopted which encourage the performance PCA staff.

4.18 The Department of Agriculture (DA), Department of Science and Technology (DOST)
and state universities and colleges (SCUs) should be more coordinated to enhance their coconut
related research programs and to ensure that the technologies they generate are appropriate for
adoption by the coconut farmers.

4.19 For rubber, coffee, cacao, palm oil, mango and durian, the DA under the High Value
Commercial Crops Development Program and other agencies involved in their development
should be strengthened and provided additional investment so that these institutions can generate
supporting and demand-driven technologies to improve the levels of productivity. More
coordination should be done by the different public and private institutions to minimize
duplication of efforts and investments. For example, if a Rubber Agency is established, it needs
to have a source of finance independent from GOP appropriation. It probably would have a
reasonable chance of functioning if it were set up similarly to ORRAF in Thailand, having rights
to collect a cess from processors and/or exporters. The possibility of technical co-operation with
ORRAF may also be worth pursuing.
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4.20 Private sector institutions should be tapped and encouraged to invest in research and
extension with appropriate cost-sharing from the government agencies such as the DA and
DOST. As in the banana industry, this will encourage partnership and make better use of
existing facilities and personnel of the private sector. Results of research should be shared with
the small growers.

4.21 LBP and UCPB - CIFF Foundation will continue to be the main providers of formal
credit to tree crop smallholders, through cooperatives. An expansion in volume, from the present
very low level, which is estimated to cover less than 5% of annual tree crop investment, is
projected below, particularly in situations where an anchor firm is able to assist with collection
of repayments. This is likely to be feasible for those crops with a monopoly buyer (e.g. oil
palm), but not otherwise. Finance to commercial producers will continue to be provided by the
commercial banks, and in some cases, the rural banks. Historically, UCPB has been the main
bank undertaking this type of lending to medium sized businesses in this sector, while LBP has
been only a minor player. Such finance, when the banks use their own general resources, would
mostly be provided as collateralized credit, lent on the basis of the investors overall balance sheet
and cash flow, rather than as project lending matched to the individual crop. Any official credit,
specifically for commercial tree crop development, would be channeled through LBP on a
wrholesale basis to accredited commercial and rural banks, which would make lending decisions
based on commercial considerations. In that case, because financial intermediaries would be
able to match the maturity of most of their loans with back to back borrowing from LBP, some
project type financing (although still collateralized) would be expected. The volume of tree crop
lending could be expanded considerably, if the collateral issue were solved, either by borrowers
having clear land title (and its free sale in the market, as well as other assets), or possibly
through an appropriately designed loan insurance scheme, perhaps specifically developed for tree
crops. It is suggested that the Agricultural Credit and Policy Council (ACPC) take the lead in
exploring appropriate collateral and crop insurance options.

4.22 In view of the fragmentation and weak linkages among agencies involved in tree crops
development, it is suggested that the GOP pursue a rationalization of the functions and
responsibilities of the various agencies involved, based on the following principles:

* The GOP plays a facilitating role in creating and maintaining an enabling and conducive
environment for fostering sustainable and long-term tree crop investment decisions, based on
market principles. Hence, public institutions should be able to balance regulations and
controls with proper investment incentive structures that promote broad-based and equitable
rural growth. One of the options is to establish a Project Coordination Unit/body approach,
which would focus on delegating functions to other institutions (e.g., a PCU-type/body of
arrangement would coordinate and supervise private nurseries propagating planting material,
instead of running its own nurseries; it would channel funds through a bank, or several; it
would contract extension to existing institutions, instead of having its own extensionists).
While this approach may be more costly and time consuming, it has better prospects for
establishing lasting institutions for smallholder development;

* The private sector to provide a catalytic role in tree crops development. Hence, efforts must
be made to ensure that the rationalization of the existing institutional arrangements, roles and
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capacities (both public and private) would enhance and broaden the active participation of
the private sector in the critical processes of reviewing and refining policies, plans and
programs. The PCU-type of approach can and should support private sector institutions as
outlined above;

* The important linkage between (public) research and extension delivery systems need to be
carefully reformed, especially, taking into account the current thrust of devolution of
extension services to LGUs and the relative autonomy of public research institutions. An
integrated mechanism for demand-driven research and extension needs to be put into place in
order to provide a critical support for tree crops development, within the framework of a
farming systems approach; and

* GOP needs to clearly identify the interventions it will pursue as provider of unfunded public
goods (basic research, if necessary, basic rural infrastructure, etc.), taking care not to get
overly involved in activities which can be ably done by the private sector (e.g., distribution of
high quality planting material and other inputs, advanced applied research, etc.).

4.23 As stated in the IRR (DA AO 6 of 1998) of the AFMA, the National Agricultural and
Fisheries Council (NAFC) should be strengthened to assist in the broad-based monitoring and
coordination of the AFMA. The Council could serve as the integrative and consultative structure
for inter-agency and inter-sectoral collaboration and is composed of several high-ranking
government officials, (private sector) chairpersons of the NAFC national committees,
representative from the private sector-led Fisheries and Aquatic Resources Management
Councils (FARMCs) and sectoral representatives from key organized and registered national
groups of POs and NGOs. The strengthening of the NAFC and of other institutions (e.g.,
restructuring PCA so that it promotes a wider range of tree crops) should facilitate the
institutionalization of the private sector's catalytic role in spurring tree crops development.
Hence, the Council should not just be a fora for discussion, but also be used as a fora wherein
private sector inputs are indeed integrated into the formulation, refinements, implementation and
monitoring of policies, plans and projects. This approach would help ensure a balanced
approach to supporting food and commercial crops as part of an overall strategy of reducing rural
poverty and enhancing food security.

Investment Scenarios

4.24 Historical investment in the 4.5 million ha of tree crops presently existing in the
Philippines would have amounted to some US$3.7 billion (1998 constant prices). Tree crops
represent a considerable capital stock with a substantial annual cash flow needed to maintain a
balanced 'portfolio' of mature trees and immature plantings which will come on stream in future.
It is estimated that annual investments required to have maintained the present tree crop area at
the same level of productivity would have been about US$150 million per year (Annex 8). In
periods of low profitability, existing stocks tend to be 'mined' and replanting rates are cut back.
This has happened in the Philippines over the past decade, with coconuts and rubber,
consequently, with those tree crops, there are now a high proportion of senile trees (about 30-
40% of the current planted areas).
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4.25 Rough estimates of areas under tree crops for different broad strategies, and associated
replanting and investment levels for the future are summarized below (details in Annex 8).
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Table 4.2 Summary of Indicative New Planting Investment Needed Under Three Tree
Crop Development Options (1999-2008,1998 constant prices)

"Status Quo" At Devt" "Pro-Active Devt."

Planting over Annual Cost Planting -ha Annual Cost
10 yrs (US$ '000) 0 over 10 yrs (US$ '000)

('000 ha) (00

Coconut 100 7,200 30 160400 28,800

Rubber 10 1,243 3 3 2 100 12,430

Oil Palm 20 2,656 150 19,920

Coffee 100 13,780 250 34,450

Bananas 390 67,928 422015 435 74,544

Others 231 19,426 370 31,220

Total 851 112,233 8 51 1,705 201,364

Toa raTotal Area Grwhi Total Area Growth in Total Area Growth in
1997 2008 area % p.a. a 2008 area % p.a.

('OOOha) ('OOOha) '97 - '08 ('OOOha) '97 - '08

Coconut 3,314 2,751 -1.7% 25 3,051 -0.7%

Rubber 93 72 -2.3% 9 162 5.2%

Oil Palm 15 29 6.2% 89 159 23.9%

Coffee 149 150 0.0% 0 300 6.6%

Bananas 328 348 0.5%30 1 .3% 393 1.7%

Others 631 626 -0.1% 6 765 1.8%

Total 4,530 3,976 -1.2% 3 4,830 0.6%

4.26 In each of these scenarios, the assumed planting is a total figure (public and private)
including, in the case of coconuts, both PCA supported planting, and planting by the private
sector. New planting and replanting on the basis of an "Active Development" policy, which
corresponds to GOP deciding to follow a strategy of increasing tree crop production through
rationalization of the status quo, could amount to a total of about 1.3 million ha over 10 years.
The estimated cost, in 1998 price terms would be about US$1.5 billion or US$152 million per
year, of which about 30% would be fertilizer and chemicals purchased from outside the
agricultural sector and about 50% would be on farm labor cost4 . About 38% of this investment is
for long term plantation type crops (coconuts, rubber, oil palm, coffee and cacao), 24% for
Cavendish type export bananas and the remainder for other bananas and fruits. With coconuts,
about half of this replanting would likely be PCA supported (assuming there are adequate funds)
and half undertaken independently by the private sector.

4 Figure based on summary unit crop budgets (see Annex 9, Table 2). Includes direct farm labor as well as the
substantial labor element within the cost of supervision, planting materials or in field roads.
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4.27 At this level of replanting, there would be a slight reduction in total tree crop area.
However, because the new plantings would be potentially higher yielding than those trees which
are felled or die, this level would be enough to sustain modest production growth overall.
Production of coconuts and rubber between now and 2008 would fall slightly (negative growth -
0.3% and - 0.5% p.a. respectively), while production of coffee and oil palm would grow
substantially (by 8% and 15% p.a. respectively) and that of bananas and fruit trees would be
likely to expand at an average of just over 2% p.a (Annex 8, Table 5).

4.28 Even with no support for tree crops5, and a decline in area and production as indicated by
the 'Status Quo' scenario, substantial investment in tree crops would still take place. This is
estimated at about US$112 million per year, of which, 60% would be in relatively short term
crops such as bananas. A large part of the investment would be direct or indirect farm labor,
probably more than the level indicated by the unit budgets (about 50%), because with minimal
support for tree crop investment, farmers would tend to use less fertilizers and chemiclals. The
"Pro-Active Development", associated with promoting higher levels of rural incomes, would be
expected to result in a modest increase in tree crop area, and would imply much higher new
investment (about US$200 million annually). Production growth through 2008 would average
about 4% p.a. (Annex 8, Table 6) but would accelerate beyond that as long gestation crops come
inrto full production. These areas and growth levels for the three broad scenarios are only
indicative figures, and reflect rough orders of magnitude for different development options. The
actual figures would be largely market-determined in accordance with farmer/investor enterprise
c hoices, although influenced by GOP policies and operational strategies.

Financing Arrangements and Mechanisms

4.29 The replanting of each crop would need appropriate financial and technical support
services, but the ways in which these should be provided would vary. In all likelihood,
promoting coconut replanting should continue to fall under the responsibility of a transformed
PCA (and could also coordinate the use of funds from the coconut levy, subject to the outcome
of resolving this issue currently being addressed in the courts). There is a question of whether
PCA should be solely an implementation agency, including for replanting, or whether it should
have a wider role in financing, but not implementing replanting. If it is to solely implement,
there will be capacity limitations, estimated by the Bank to be 10,000 to 15,000 ha. per year. This
is less than half of the replanting rate needed to sustain coconut production. Clearly, if a
significant proportion of coconut farmers are getting PCA grant aided support for replanting, it
would only be equitable to provide similar grants to other coconut farmers for replanting, but
without PCA technical back up, provided funding were available.

4.30 Oil palm and coffee would be largely private sector, although long-term funding procured
from international sources and guaranteed by government could provide the basis for commercial
banks on-lending for these activities. This funding system would be more attractive to financial
institutions if the commercial companies buying the coffee or FFB had contacts with producers.

sGiven that some private planting will continue, this implies a much lower level of planting by PCA than the
10,000 ha/year currently planned, it would be more in line with the PCA average 1994-1998 of about 5,000-10,000 /
year.
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There is an interest already in this type of arrangement and for example Nestle provides such
contracts, including a guaranteed minimum price to its cooperating farmers. For rubber
development, particularly among the ARB and cooperative plantations, serious consideration
needs to be given to working out appropriate financing mechanisms (e.g., including investment
cost sharing and other financing mechanisms, in a similar way to their provision of finance for
irrigation development and rural roads). One option would be to link grant finance to the
introduction of a rubber cess, which would place a modest tax on output to be recycled at a later
stage for replanting. Such a system worked extremely well in Thailand, but on a much larger
scale. It is recognized that the problems involving introduction of a compulsory levy are
substantial, but is recommended that strong efforts are made to move in this direction.

4.31 Cost Recovery/Investment Cost Sharing. There are 3 main reasons for GOP to adopt an
explicit policy of Government investment cost sharing for tree crops (subject to sound design
and implementation aspects):

* GOP induced market distortions: regulations which restrict long-term lending (credit
grace period limited to only 3 years)'; subsidizing alternatives e.g. grains through
directed grain credit programs and subsidized interest rates; effective protection
through import duties of rice and corn (tree crops are largely for export and not price
protected); subsidized irrigation facilities targeted for rice production; little GOP
assistance for tree crops; non-functioning rural land market which limits using land as
collateral; land reform program creating investor uncertainties; current rules and
programs for designated de-forested areas inhibit the planting of tree crops in those
areas;

* market failures and imperfections: absence of availability of long term domestic
resources hence lack of effective long term credit, limited knowledge of banks of the
technical aspects of tree crop production;

* externalities: tree crops provide: useful forest and soil cover which offers positive
environmental benefits under the right conditions. The value of tree crops as a way to
restore a degraded environment should be considered. Accordingly, Government
should consider providing incentives (e.g., investment cost sharing) to farners to
translate these economic benefits into direct financial for the farmers. This cost
sharing also is a cost-effective approach to enabling smallholders to access a long
term asset which can generate increased incomes on a sustainable basis, and hence
contribute to poverty reduction.

4.32 With rubber, an appropriate investment cost sharing mechanism(s) from the public sector
will be essential for replanting (especially given the long gestation period). The recovery of this
through an appropriately designed and implemented cess could be an option, but if this is not
implemented, then there is unlikely to be any directly identifiable cost recovery of the grant
contribution. However, per ha or per beneficiary, the cost of this is small compared to the grant
support given to providing irrigation infrastructure (i.e. up to P100,000 per ha). Because the tree
crop sector is commercially linked, and the processing and marketing businesses are subject to
taxes on both profits and value added, it is reasonable to assume incremental supplies will have a
significant effect on incremental sales (hence VAT) and profitability. Overall, if incremental
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taxes amounted to only 10% of ex-farm sales value for rubber grown in otherwise unproductive
areas, it would fully cover the cost of a likely investment grant and show a real financial return to
the Government at constant 1998 price terms of 7%. Incremental taxes would need to fall to
below 3.5%, for GOP to not recover the grant in real terms, but with no interest (see Annex 7).
The cost of oil palm and coffee development would be recovered through normal commercial
channels, while for coconuts, there is an argument that it has already been prepaid, by the
coconut levy. With each of these, as with rubber, there would be a substantial likely benefit to
GOP through future incremental taxes. However, there would not be any significant cost
recovery for technical assistance and support to backyard fruit tree producers consuming at home
or selling locally. As a whole, the net fiscal impact of the proposed policy of tree crop expansion
is likely to be positive in the long run. Table 4.3 summarizes several options for investment cost
sharing, according to the roles of Government, producers/entrepreneurs/banks. Once the broad
principles and approaches are agreed, the operational mechanisms would need to be worked out
(and implementation could begin in a phased manner).

Table 4.3 Proposed Tree Crop Development Investment Cost-Sharing Options

Government Producer Banks

C'oconut First three years Next three years No finance for
planting, but finance
inter-cropping

Rubber First three years Next three years Next three years
(early tapping
period)

Coffee Nil First two years First two years
Oil Palm Nil First four years First four years
Mango/Other Fruit First three years Next three years Next three years
Trees-Smallholder
Mango-Commercial Nil First three years Next three years
Banana-Smallholder Nil First year First year
Note: On the basis of the "Active" scenario, and assuming that grants cover 100% of materials
arLd supervision fees, and 50% of labor costs, to coconuts, rubber and mango the annual cost of
grants would be P 0.9 billion (US$ 22 million equivalent) at full development.

Price and Market Implications

4.33 Because of the inherent inertia in tree crop production systems and in particular, that of
the Philippines, it is not likely that there will be a huge upsurge in tree crop product production,
except possibly in the case of coffee and oil palm (see above and Annex 8). Both of these
commodities are internationally traded and incremental Philippine production would be small
compared with traded supplies on the world market (under 5% in both cases). Consequently, it is
reasonable to assume that the Philippines would continue to be a taker of the world price.

4.34 Any increase in coconut production in the next decade is likely to be small, because the
incremental production from new plantings will be offset by increasing senility of the present
stand. Estimates of production for 2008 (Annex 8, Tables 5-7) indicate a fall of about 2% p.a.
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following the status quo, and average increases 1997 - 2008 of between - 0.5% and + 0.1% p.a.
if more positive strategies are adopted. Even though the Philippines is the world's main
exporter, such small changes would have only minor impact on projected prices. Analysis by the
Bank's commodity specialists indicates that as a guide, with other things being equal, a 10%
increase in Philippine production would induce a 2.5% to 3.5% world price fall. Philippine
export revenues would increase by about 8% and domestic revenues by about 4% (Annex 6
provides further details). The impact of the smaller likely changes in production would be in
proportion and so much less.

4.35 With coffee, there is an issue of the need to improve quality, but it is to be expected that
the world market, which is more quality sensitive than the domestic market in the Philippines,
will send back appropriate signals and the market chain will respond accordingly. Advice and
extension on improved product quality will need to come from the industry itself and
government's role would be expected to be minor.

4.36 For oil palm, an important element of turning the Philippines from a minor importer into
an exporter will be the development of appropriate infrastructure. Improvement of roads both
within the oil palm producing areas and between the oil palm producing areas and the ports is
something which will need to be integrated within rural infrastructure planning in Mindanao.
Specialized infrastructure, such as storage tanks and transportation vehicles, would also be
owned and operated by the private sector.

4.37 The main domestic price implications of tree crop development with both coffee and oil
palm will be the switch of the Philippines from being an importer to an exporter. Other things
being equal, this would cause domestic prices to fall and, coupled with the expectation of a long-
run decline of prices in both these commodities, fann-gate prices are likely to come down
significantly, but still remain at a level which maintains these crops as being profitable. In 1998,
the estimated financial prices of coffee and oil palm (FFB) was estimated at P61,000/ton and
P4080/ton, (US$1525/ton and $102/ton respectively). By 2010, in constant currency 1998 terms,
they are projected to fall to P40,350 (US$1,008/ton) and P2280/ton (US$57/ton), declines of
34% and 45% respectively. With mango, the likely expansion, already partly determined by the
large stock of immature trees is expected to result in a modest reduction in average domestic
prices. Based on these prices, the potential incremental net foreign exchange earnings from the
"Pro-active" scenario are estimated to be about US$ 1.0 B (1998 prices), by 2015, or close to
double the current tree crop foreign exchange earnings (Annex 1).

Poverty Reduction, Gender and Environmental Implications

4.38 Poverty Alleviation. Tree crop development provides a solid basis for increasing and/or
supplementing incomes in the rural sector. Once established, tree crops give a reliable income
stream and help to stop out-migration as they are a truly fixed asset. To enable tree crops to be
successfully grown by the rural poor, there is a need to ensure (i) the supply of good planting
materials, drawn from private sector nurseries, for backyard and small holder plantings and (ii)
improvement in access by the poor to extension services, which are well supported by
appropriate research.
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4.39 A pro-active tree crop development policy will have significant reduction in poverty,
particularly in narrowing the large "poverty gap." With increased access to finance and
supporting services, and resulting increases in productivity, incomes of participating
smallholders could increase by 50% to 100% (in constant 1998 prices); even the "backyard"
tree crop smallholders would supplement their incomes and purchasing power through limited
participation. Given proper support, the income from many tree crops could even surpass that of
double-cropped, irrigated rice and, more so, of hybrid corn. It is also noteworthy that average
investment cost per ha for tree crops is about half that of irrigated rice (which is about P 100,000
per ha). These increases would enhance the prospects of making progress in meeting GOP's
recently stated target of reducing poor households to 20% by 2004 (from a current level of 32%).
Table 4.4 provides some indicative estimates of household incomes for several "dominant"
farning systems (further details in Annex 7).

Table 4.4 PRESENT AND POTENTIAL SMALLHOLDER FAMILY
INCOME BY CROP (Owner-operated) (a) In Pesoslyear
at constant late 1998 prices

Crop Farm size Present Potential
________________________ __________ Total Per ha/yr Total Perha/yr

Coconut _ ;
Tall 2 21,920 10,960 30,800 15,400
Hybrid 2 - - 50,440 25,200

Coffee 1 42,700 42,700 72,300 72,300
Rubber 2 25,800 12,900 44,500 22,250
Mango 1 46,000 46,000 107,000 107,000
Banana 1 35,000 35,000 55,000 55,000
Memo items
Rainfed/lrrigated rice 1.5 25,400 (b) 16,900 (b) 75200 (c) 50,100 (c)
Corn 1.5 16,925 11,300 29,000(d) 19,300 (d)
SJource: Annex 11; Mission Estimates

(a) Farm and off-farm
(b) Rainfed
(c) Irrigated at 160% cropping intensity

4.40 Gender Implications. Women account for about 27% of the total employment in
agriculture compared to 46 % in non-agriculture occupations. Men generally undertake tapping
of rubber trees and harvesting of coconut, oil palm fruits and bananas. However, women work in
maintenance, such as weeding of tree crops as well as wrapping and sorting of mangoes,
cleaning and grading of bananas, harvesting of coffee and cacao. Women also play a role in the
maintenance and harvesting of backyard tree crops. Their development would further enhance
women's participation and, in turn, increase their incomes. In the case of fruit trees, they will
provide increased food supply and nutrition to rural households. In poor coconut regions,
younger women migrate to the large urban areas to work in low-skill service jobs. With
improved tree crop investment and job opportunities, some may prefer to remain in the rural
sector.



- 61 -

4.41 Environmental Aspects. Tree crops have a major role to play in enhancing permanent
vegetation and soil cover and regulation of water cycle for environmental sustainability. Rubber
is already allowed as a reforestation crop. The use of other tree crops as reforestation crops in
public lands within a specified slope range, particularly when the area has been logged over
would also be positive environmentally. Given the serious problem of "cogonales" in Mindanao
and Visayas, tree crops is probably the only definitive, affordable solution to eradicate cogonales
under the current social and economic conditions in the Philippines.

4.42 A policy on accelerated action for releasing to occupants or potential investors logged
over areas in lower slopes for tree plantings needs to be put in place. This would allow tree crop
areas to be extended without competing for land with in those areas more suited to annual crops.

C. Proposed Tree Crop Development Action Plan

4.43 Given GOP's stated policies (under AFMA, "Agrikulturang MakaMasa" High Value
Commercial Crops Program, the Convergence Framework for Sustainable Development and
strategic thrusts of the MTPDP in rural poverty alleviation), it is proposed that GOP pursue at
minimum the "Active" Tree Crop Development Strategy, and preferably the "Pro-active"
strategy. (Annex 4, Table I summarizes the main sections of the AFMA (1997), which refer
explicitly or implicitly to promoting a market-driven and private sector-led tree crop
development). Based on this study's findings, below is a recommendedframework for an action
plan which is sequenced according to on-going activities and new initiatives (with the latter
reflecting a "pro-active" strategy), and involve priority policy, institutional and financing actions.
As actions are taken in the short term (within the next 1 year), this will create the commitment,
momentum, and demonstration effect to contribute to achieving the longer term vision of the
MTPDP (ref. para. 2.68). While efforts need to be made to prioritize the actions, the constraints
are multifaceted and therefore require a comprehensive yet focused and sequenced approach to
achieve tangible results. (suggested milestones are outlined below). The main responsibilities
and target timeline for operationalizing these actions are being worked out during the course of
discussing this report. and subsequent stages (and to be coordinated by the DA, to ensure
adequate operationalization and follow up); most of these actions are part of on-going initiatives
and institutional strategies by the relevant departments (especially DA, DAR, DENR, DOF,
NEDA). Since this report aims to provide farmers and investors an expanded menu of market-
led enterprise options, these are presented by generic areas (e.g., land, finance, institutional roles)
and crops for which Philippines has a potential comparative advantage (Annex 1I provides draft
strategy frameworks for each of the main tree crops which have been developed by the Filipino-
led Tree Crop Technical Working Group/subgroups). Table 1 in Annex 11 summarizes these
indicative strategies for each of the nine main tree crops.

Actions Related to Ongoing Activities: Short-term Actions

4.44 As part of the process of rationalizing and promoting a market-driven and private sector-
led tree crop development, there are a number of actions which could be taken by GOP and
private sector (including banks) in the short term to enhance tangible benefits from on-going
activities. It is strongly recommended that GOP accord high priority to taking these actions
during 1999.
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(a) Clarify Agrarian Policies

i. GOPfDARlDENR to provide "doable" timetables on CARP land acquisition program in
private and public lands specifying regional and farm size coverage until 2004. This would
include: financing requirements and sources, making hard choices on the scope of coverage,
and adapting market/community- based approaches to accelerate implementation and
voluntary and direct negotiations between willing buyers and sellers (currently DAR plans
to prepare a detailed feasibility study for the community-managed modality to supplement
its current instruments).

ii. DAR to establish clear and concise guidelines on allowable farm management modalities
between ARB and landowner to sustain farm production and incomes on VOS lands and
commercial farms (ref. DAR Administrative Order No. 9, issued in Dec. 1998). These
include: joint ventures, "corperatives," "growership," leaseback, management contract,
build-operate-transfer;

iii. DENR to accelerate the rate of land titling in CARP lands in order to secure land ownership
of individual ARBs through (a) individual title documents, (b) identified documented
mortgage, and (c) an individual CARP account with its corresponding land repayment
schedule;

iv. GOP/DAR to take into account the CARP's "second generation" problems. These include:
(a) the "dying" small land units (due to cumulative population growth rate and land
fragmentation by future generations arising from redistributing estates) and the need for
more efficient individual ARBs to expand their holdings; (b) the lack of collateral value of
agricultural lands due to distortions in land markets (ARBs are exempt from having to use
land as collateral); and (c) inadequate management and technical know-how and lack of
access to financing of ARB estates. Under a post- CARL scenario, private investment-
friendly policies must be formulated including: (a) the shortening of the present official rule
of a ten-year wait before transfer of ownership; (b) allowing lease of land as an option for
ARBs; and (c) higher hectarage ownership limit than the current 3 ha, particularly in non-
irrigated/ upland areas;

v. DENR to fast-track the delineation of protection forests, re-evaluate the environmental
sustainability of logged-over areas, work out a sound and clear process for using available
logged over areas, and those lands which could be "environmentally-safely" used for
commercial trees (including coffee, fruit trees and oil palm which could be made available
for development and which can provide environmental benefits; currently, only traditional
tree species and rubber trees are allowed as a reforestation crop). Accordingly, this will
enable the leveraging of private capital and labor to speed reforestation;

(b) Rationalize and Strengthen Institutional Roles and Capacities

i. DA/DAR/DENR and participating LGUs to rationalize the current institutional arrangements
and roles to achieve a well-coordinated and cost-effective support to a market-driven,
private sector-led tree crop development. Accordingly, the development focus will be for
these departments to re-define their roles and capacities to establish and maintain an
investment environment for promoting a sustainable tree crop investments as a key
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component of a coherent rural development strategy and poverty alleviation. The
Convergence Framework for Sustainable Development of these three departments under the
MTPDP already reflects significant progress, but implementation is only in the initial
stages. It should be further consolidated and deepened as part of each department's on-going
efforts to rationalize/ coordinate their internal structure to better respond to the strategies
and targets of the MTPDP, as well as those of AFMA's SAFDZ strategies. To help
operationalize this convergence framework for the specific needs of smallholders, two
institutional options could be considered and further assessed, in accordance with the
principles outlined in para. 4.22:

* Option 1: Dept. ofAgriculture/Bureau: DA to designate a specific Bureau within DA to
take the overall coordinating role, possibly establishing a Program Coordinating Unit for
Tree Crop Development and Diversification within such a Bureau (e.g., Bureau of Plant
Industry, Agricultural Marketing);

* Option 2: Restructured PCA/TCDDB: Given that coconuts dominate tree crops in the
Philippines, and that enhancing coconut farmers' household incomes will require
diversifying their farming system, it may be more appropriate to re-structure and
transform the PCA to become a Tree Crop and Diversification Development
Board/TCDDB (with a strong public and private sector partnership, but primarily private
sector-led to ensure that it becomes responsive to smallholders, producer and marketing
associations according to a wider range of tree crops). New Zealand has developed
successfully such Boards. The thrust of its role is to become a program coordinating and
developmental entity for ensuring that smallholders are able to participate effectively,
taking both a commodity and farming systems approach, and being responsive to the
farmer/processor interests. This implies that a transformation of the PCA would need to be
fundamental in terms of orientation (including staff mix) and responsiveness to farmer
groups, while ensuring that pubic sector policies are effectively addressed. Funding for
this TDDB could come from both public and private sectors given its developmental role
(e.g., producer associations, LGUs through the League of Mayors). If agreed in principle
it is recommended that a detailed study be carried out to determine the specific structure,
functions, Board composition, and funding (e.g., whether it would have both regulatory
and developmental roles, or only the latter to avoid conflict of interests, with the
regulatory role devolved to the DA). DA could serve as the "parent", although the
precise relationship will need to be assessed in the proposed study.

ii. Taking into account the preferred and agreed institutional option, it would work closely with
DA/DAR/DENR/LGUs/producer associations to formulate and implement appropriate
operational strategies and institutional arrangements and supporting actions to improve and
rationalize support services, especially those involving "public goods" (e.g. refocusing the
research and extension systems to ensure market-driven linkages with farmers, market
information and intelligence systems, product quality enhancement and rural infrastructure
preferably in partnership with the private sector and State Colleges and Universities/SCUs).
Special attention should be given to improving applied research (e.g., with DA promoting
contract research) in tree crop farming systems (especially intercropping to compensate for
delayed positive tree crop cash flows), quality improvements to meet market "niches", low-
cost processing technology, and improved planting materials and crop management. For
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example, market research and promotion, improvement of germplasm and post-harvest
techniques, could improve the market value and profitability of a lot of alternative fruits
that have a huge potential in the Philippines (beyond the old mango, banana and citrus).

iii. DA/DOST should harness the SCUs in the above efforts and review and adjust their budget
allocations to ensure appropriate balance between grains (e.g. rice and corn) and tree crops
(currently, there is a bias toward rice and corn, and this does not reflect future needs). DA
should also intensify its efforts to access improved clones/ genetic materials (e.g. rubber,
coffee, and fruit trees) from neighboring countries. Currently, DA is formulating a
Smallholder Modernization Support Services Program which aims to work out structural
reforms and cost-effective approaches to increasing productivity and competitiveness of all
crops, livestock (and fisheries). Tree crops should be given due importance;

iv. The preferred institutional arrangement (DA or TCDDBD, with support from interested
donors, to build and/or strengthen the roles and capacities of multiple private sector groups
and organizations (including NGOs) which could also support smallholder participation in
tree crop development and diversification). There are already many of these groups
functioning, and their capacities could be further strengthened (e.g. business-led chambers
of commerce, industry associations, cooperatives, NGOs with strong entrepreneurial and
micro-finance orientation, etc). DA, in close collaboration with regional business-led
chambers or other private groups6 , could coordinate the selection of these
groups/associations, based on explicit criteria, with the aim of selecting those which are
most likely to be responsive to their members (producers/processors, such as the Mindanao
Mango Producers Association);

v. Private Sector Participation. Planting materials of good genetics, fertilizers and other inputs
for tree crop development should be procured competitively, using the local supply chains,
partly through a long-term contract and voucher system. Support for nursery development
is supported by the CEF and AFMA;

vi. LGUs have an important role to play by providing extension supporting services (which will
give special focus on promoting inter-cropping during the gestation periods of the tree
crops), investment cost-sharing (e.g., to support key infrastructure and planting materials),
promotion and strengthening of local farmer associations/groups.

(c) Investment Cost-Sharing

i. DAR/DA to review support to ARCs and non-ARCs (individual ARBs and farmers) and
include investment cost-sharing by GOP for tree crop replanting/new planting under
various farm management modalities similar to arrangements already being followed for
irrigation projects. For these irrigation projects, capital costs in national systems are given

6 For example, the Growth with Equity in Mindanao/GEM program (USAID-funded) has established a strong
network of contacts/working relations with private sector producer/marketing associations in Mindanao. GEM
helped convene a consultation workshop on the draft report, which included the participation of many of these
groups who expressed keen interest in fulfilling this role.
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as grants while those in communal irrigation systems, are charged minimal amounts arLd
interest-free over 50 years. In reality, the present value of such amount is small when
discounted) This cost-sharing arrangement is consistent with AFMA's Strategic
Agricultural and Fisheries Development Zones program and DAR's ARC entrepreneur
program. The rationale for this investment cost sharing is due to market failures,
imperfections, environmental externalities, and the need for poverty targeting (ref. para.
4.31);

ii. DOF/DAR/LBP/DBP to make effective use of funds already available for tree crop
development. In particular, GOP to convert the funds (albeit limited) now made available
for DAR for low interest rubber loans (through LBP) to outright grant in the first three
years from planting (as this current policy distorts credit policy), of equal economic cost to
DAR/GOP. Make terms and conditions transparent and only release funds for labor
element after relevant tasks have been completed. Based on a three year grant of 50%
estimated labor cost and 100% of materials cost, the per hectare grant for rubber would be
about P31,000 (for details, see Annex 9, Table 4). This is still significantly below the
irrigation capital grants (of about P 100,000- 400,000/ha.).

(d) Expand Access to Long-term Finance

i. Increase Access to Viable Tree Crop Lending. In line with the LBP plan to expand its
agrarian sector portfolio - now about P10 billion (US$ 250 million) - LBP should allow this
type of lending also to be used for viable smallholder tree crops projects under a farming
system framework. To enhance the viability of this lending, it should also put emphasis on
short-to-medium term cash flow-enhancing measures such as intercropping/mixed
cropping, rejuvenating coffee trees, and other commercially viable projects with appropriate
cost-sharing and support services. DBP has allocated P100 million for perennial crops that
would be lent to individual farmers or corporate borrowers. It is awaiting the lending
guidelines. In line with UCPB's aim of supporting coconut farmers, additional funds for
lending for tree crops could be channeled through UCPB CIIF Foundation which has sound
credit performance. GOP, under the coordination of ACPC, should also formulate
appropriate options for tree crop collateral, insurance, and loan guarantees to reduce credit
risks. Relevant cross-country experiences should be taken into account (few successful
examples are currently available). Any such appropriate credit risk reduction would
enhance the prospects for expanding the flow of commercial lending by the banking system
for tree crops. Given the role of Quedancor, GOP needs to re-assess its future role in
supporting sustainable financing of Tree Crop development and diversification;

ii. Interest Rate. LBP should re-assess its interest rate policy on medium and long term
agrarian loans to provide for compounding unpaid interest. Otherwise, there may be undue
bias against making them, hence limiting access to finance for tree crops.

iii. Remove Restrictions on Loan Grace Periods. The AFMA and its IRR effectively
amended the General Banking Act provision for agriculture and fisheries projects. The
Monetary Board and the Secretaries of Agriculture and Finance were supposed to issue the
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guidelines on December 30,1998. The preparation of the guidelines is underway, and the
Monetary Board is urged to issue soon the non-controversial resolution;

(e) Smallholder Coconut Strategies

(i) GOP to clarify the resources available to coconut smallholders.

Once the Supreme Court rules on the use of the coconut levy funds, and assuming the coconut
levy funds are at least partly vested with coconut farmers, effective governance of these massive
funds (ranging from P 50-100 Billion) would be imperative. The 3.3 million ha of generally
umproductive coconut lands (30% of farmlands) are a serious drag on agriculture development
and poverty alleviation. There is need for strategic directions on coconut land use following
raarket-led crop choices and "best use" criterion. Delineation is needed on priority areas for
fertilization, intercropping, and viable conversion into other crops based on market forces. This
nmust be based on various factors; urbanization and its concomitant needs for housing and
industrial sites, frequent occurrence of typhoons which destroys the fruiting cycle for several
years, etc. Provided levy funds are available, these resources should be used to finance coconut
development and diversification programs, which are market and private sector driven, including
the following:

* Continue with the implementation of equitable replanting program in areas of greatest
agro-climatic potential, with cost-sharing between PCA and farmers. The program
would include the supply improved planting materials (especially the new high-
yielding hybrid seed, fertilizer and a contribution towards labor). If the principal of
grant aiding coconut replanting is accepted and the funding available, it should also
encompass replanting not directly implemented by PCA, through grants for privately-
initiated replanting on modalities which need to be worked out; currently, without
long-term contracts for establishing private seed gardens, private sector is not likely
to take this initiative;

* Emphasize intercropping and replanting with other more profitable crops in lower-
yielding coconut areas under a farming systems approach by supporting technical
packages from DA, SCU and the private sector and working with DAR, landowners
and smallholders to ensure that leasehold arrangements do not militate against land
use intensification;

* Increase the resource available to UPCB/CIIF foundation (presently P175 million), so
that lending through this channel for intercropping and working capital for tree crops
can be significantly expanded.

Assuming the coconut levy funds are released and made available, guiding principles in the use
of these funds could include: support broad-based private participation in coconut development
(e.g. productivity increases, inter-cropping, conversion of coconut lands to other viable tree
crops) and transparent accounting and audit procedures in the use and management of the funds.
Given the uncertain timing in resolving the coconut levy issue, in the short term efforts should
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focus on clarifying strategies and programs to utilize funds mobilized through the recently
launched "ERAP Bonds" (presumably earmarked to support post-harvest and processing
activities, which could include various tree crops);

i. Coconut Preservation Act: Steps need to be taken to change this Act which requires any
coconut tree owner to secure a license from PCA. Decisions on felling should rest with the
tree's owner, which is consistent with allowing farmers to make crop choices;

Further details on the proposed coconut strategies are outlined in Annex 11, Attachment I (which
was prepared by the Coconut Strategy working sub-group).

(1) Promote private sector-led oil palm development.

LBP is now packaging a loan for a 500 ha outgrowers of Agusan Mills. This is a big step in the
right direction. Based on this experience, the following strategies should be followed to expand
private sector participation in this profitable crop:

* Private sector associations to take the lead in promoting nucleus-outgrowers schemes
by attracting investments, establishing model contracts and providing a framework on
future price setting;

* Make available the same cost-sharing and support to small coconut and rubber
farmers who wish to shift to oil palm.

. Take full account of oil palm's inherent requirement in infrastructure planning,
investment and maintenance.

* Provide secure land tenure rights to foreign investments with technical know-how.

Annex 11, Attachment 4 provides further details of a framework for oilpalm strategies and
suggested follow up. Experiences from other countries strongly suggest the need to avoid the
pitfalls of the NES system, which essentially creates monopolies and places smallholders at a
disadvantage. The principle strategy is to derive arrangements which could develop a competive
environment through collective tenders and long-term contracts (e.g., Indonesia has some recent
successful examples).

(g) Promote mixed plantings of timber species with tree crops in private and public
lands.

* DA/DENR to consider timber species (e.g. gmelina and bagras) as agriculture and
tree. There is also a need for strengthening research/extension linkages (between
DA/DENR/LGUs) to ensure the identification of suitable species for varying agro-
climatic conditions; Annex]l, Attachment 9 provides further details on a strategy
framework.
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(h) Other Tree Crop Strategy Frameworks/Actions: Annex 11, Attachments 1-9 provide a
suggested strategy frameworks for the above and other tree crops for which the Philippines has a
comparative advantage, varying according to suitable agro-climatic zones and farming systems
i(coffee, cacao, mangoes, bananas, other fruit trees, and timber trees, which suggest that the
Philippines has the potential for exploring a range of tree crop market "niches").

Proposed New Activities and Initiatives

4. 45 To jumpstart and sustain tree crop development as part of a broader rural development
strategy, the following strategies/actions are recommended as part of the pro-active strategy (to
be initiated during 1999, but would probably need to be pursued over the next 3 years before
gathering momentum at the field level):

Encourage the Prudent Availability of Additional Long Term Loan Finance for
Tree Crop Investment. This could be geared to the cash flows from unit investments
for medium-gestating tree crops, coffee, hybrid coconuts, oil palm and bananas.
However, for the longer gestating crops e.g. rubber, mango, tall coconuts and other
fruit trees, financing to supplement requirements or to smooth out cash flows, based
on the enterprise cycle (e.g. 4th to 6th year of rubber) would be more realistic.

Given the long gestation nature of the crops, such financing would need to be
medium/long term. Assuming that credit risk issues can be overcome, by good client
selection, availability of collateral and guarantees and inherently sound investments
there remains the issue of resource availability. Prudent banks need to match their
asset and liability maturities so would need to access incremental long term resources
in order to make such incremental long term loans. Although Philippine banks
generally have adequate equity:risk asset ratios and are quite liquid, with easy access
to short term deposits or wholesale funds, there remains a 'market failure' in the area
of long term domestic savings. Consequently if Banks are to lend significantly for
tree crops, some form of matching rediscount facility would be required. Such long
term finance could possibly be provided from the World Bank or other ODA
resources, either from underutilized existing commitments (e.g., Rural Finance III
Project), or from new credit lines.

Such funds, as in the case of Rural Finance III resources would be made available,
probably by LBP to accredited PFIs at wholesale market rates. The PFIs would then
make their own credit judgement on potential borrowers and price their loans
accordingly. Because lending decisions would be made by banks and rates would be
unsubsidized, such financing would not create an artificial demand for loans.
However the potential availability of long term finance would expand the menu of
investment choices to be made by farmers/investors. As tree crop programs get
established and as the financial system continues to mature, it is envisaged that the
future funding needs could be met from internal sources over time.

In addition to LBP providing wholesale resources through other banks, it may also
wish to expand its own commercial (as opposed to agrarian) tree crop lending. In this
regard it may consider the option of harnessing RCF funds. This possibility could be
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further pursued between the Bank and LBP in the course of its supervision of the
SRFP. It would require sensitization of LBP's regional lending units to the
availability of these funds for this purpose and may need specific tree crop lending
workshops for LBP loan officers. A significant increase in long term lending through
LBP may require some balance sheet strengthening. Given LBP's involvement with
coconuts, perhaps some coconut levy resources (resulting from sale of shares) could
be also reinvested in LBP as preferred shares.

It will be important for GOP (especially NEDA, in consultation with relevant
departments/ agencies) to clarify its receptivity for using ODA funds for supporting
long gestation and economically viable activities (including tree crop development).
This can be considered as part of a broader rural development strategy of removing
market failures and expanding the options to farmers and investors to increase rural
incomes and employment. Given the phased approach which is envisaged, it is
expected that limited specific ODA funds could be used to support this developmental
phase (starting with a number of strategic "pilot" schemes to test smallholder
enterprise options for a number of tree crops in various parts of the country). This
should help trigger a demonstration effect which, if successful would, in the medium
term, persuade commercial banks to use generic funds for this purpose.

* Investment Cost-Sharing. GOP (DA and NEDA, in consultation with relevant
stakeholders) needs to formulate a policy on investment cost-sharing for smallholder
tree crop development, particularly for the early phase of tree crop immaturity. The
policy would need to be operationalized for phased implementation (general
principles and by commodity, and to be updated periodically, according to
implementation experience and strategic imperatives). It is envisaged that the cost
sharing would include producers, DA/relevant LGUs, and participating banks (based
on commercial viability criteria). Para. 4.31 summarizes the rationale and Table 4.3
provides a suggested framework for consideration (but it needs further elaboration).
Given the strong links between the land and financing issues, there is also a need to
develop "creative" and practical mechanisms which could address both issues through
different types ofjoint venture arrangements.7

Actions Requiring Legislation

4.46 To promote investors and to encourage coconut replanting and proper husbandry, the
following legislative agenda require consideration (over the next 3 years):

i. Post-CARL. DAR to revisit CARL (RA 6657) and review its provisions that
discourage private investments. They include:

7 One mechanism used in another developing country involves establishing an "Employee Stock Ownership Plan"
and setting aside shares worth the value of the underlying land of a company. These shares could then be paid for to
the original owners over time through a combination of tax relief and salary withholding. Also, joint ventures with
smallholders/ARBs could be encouraged through appropriate tax incentives. The current CARL limits the options
for providing land Qwnership exemptions, unless the CARL is revised.
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* Shorter holding period of land after full payment compared to the present 10 years;

* Use of market/community-based instruments in the acquisition of lands (including
lands than 25 has, and allowing new investors, currently without land, to acquire land.

ii. Limits on Banana Hectarage. DAR/DA to review the relevance of the old LOI 58 and
790, and to re-evaluate the best means of optimizing banana exports, with the aim of
opening up the industry to more private investments towards an industry that is globally
competitive.

iii. Amend the Coconut Preservation Act to remove disincentives to replanting and good
husbandry practices.

Actions Requiring Constitutional Review/Amendments

4.47 As the country moves to review the 1987 constitution, the following provisions need
closer scrutiny (over the next 2 years) as they affect tree crop investments.

3 The 40% foreign equity limits on land-related and natural resource investrnents;

- The 25 & 25 year leases on public lands; and

- The regulations concerning the conversion of public lands to alienable and disposable
lands as these restrictions are inhibiting farmer choices involving tree crop
development.

D. Proposed Framework for Commercial Crop Development and Diversification
Program

4.48 On the assumption that GOP decides to address the above mentioned issues/actions as
part of taking an "active" or preferably "proactive" strategy to tree crop development, the
following four broad components could comprise a framework for guiding the preparation of a
market-driven and private sector-led Commercial Crop Development and Diversification
Program (to be financed by GOP, private sector and various types of entrepreneurial
arrangements), banks (using largely existing financial resources, especially for short term needs).
Due to the current lack of effective availability of wholesale long term finance in the domestic
market, long term commercial bank finance could possibly be supported by the World Bank, IFC
and other interested donors, given that there is evidence that there is demand for this type of
credit.. This program is broadened to include all high value crops, and would be carried out in a
phased manner, "pilot" testing promising smallholder enterprise approaches and management
arrangements (ref. Annex 10) before being scaled up. This would help ensure that the program is
private sector-led, with the Government playing a catalytic role. It is anticipated that the LGUs,
private sector associations would play an important role in providing direct support services.

* Policy and Institutional Reforms: taking a well-sequenced approach, addressing the
priority elements outlined above, including assessment of the options (e.g., proposed
Tree Crop and Diversification Development Board) for establishing effective
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institutional arrangements for promoting smallholder participation in accordance with
the tree crop typology and enterprise options;

* Strengthening Key Supporting Services and Capacities: with strong public and
private sector partnerships and capacities, reinforced through appropriate funding
mechanisms, including: market-driven research and extension, farmer/market
linkages, market information; and support to strengthening appropriate
management/enterprise modalities/arrangements between investors and smallholders
and/or ARCs). It is expected that the national agencies (especially DA and DAR)
will provide a facilitating role, with LGUs taking a more active role in providing
support services;

* Provision of Key Infrastructure. (e.g., farm to market roads, irrigation and
drainage, based on cost-sharing arrangements with LGUs and central agencies, such
as DA, DENR and DAR);

* Expanding Access to Long Term Finance and Productive Investments. Emphasis
would be given to enhancing the financial viability of investments and improving the
creditworthiness of borrowers. This could include: (a) sound investment cost sharing
arrangements, enhancing borrower creditworthiness through the use of "anchor
firms", long term contracts, improving collateral availability and possibly facilitating
the use of appropriately designed loan guarantee or insurance schemes (which need
further study); (b) if there is significant long term credit demand from tree crop
investors to whom banks wish to lend, providing long term resources at market rates
(say, through using a re-discounting mechanism to participating retail banks). This
would cover for the current shortage of long term domestic wholesale funds, but
would be an interim arrangement while banks develop their capacity to raise long
term funds in the local market. This would also include sound investment cost-
sharing arrangements to help jump-start this process and financing of productive
investments (as a one-time allocation targeted for smallholders/ARBs), based on
economic viability.

E. Suggested Next Steps (to be done concurrently)

* Dissemination/Further Consultations: Based on the constructive consultations and
feedback obtained from various groups/stakeholders on the three draft versions of this
report (dated January 22, 1999, March 23, and May 10, respectively), this report was
finalized by the study team following the review meeting held with GOP/private
sector on June 8, 1999 (chaired by Honorable Angara, Secretary of DA). The present
version will be disseminated to various stakeholders, and will be used to support the
implementation of the agreed recommendations.

* Program Stakeholder Steering Committee/TWG: As part of the on-going finalization
of the MTPDP, and in line with DA's strong positive response to build on the study's
recommendations, the Departnent of Agriculture (under the overall leadership of the
Secretary of Agriculture) is now making arrangements to formulate its commercial
crops and diversification operational strategies, building on the initiatives being taken
under the KCCDP and Agrikulturing MakaMasa. In this regard, the Secretary for
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Agriculture is in the process of taking a number of important follow-up initiatives,
including: formally constituting an inter-agency (public and privates sectors) Steering
Committee and Technical Working Group to formulate this program; (b) arranging
the preparation of a short concept paper and initial draft TOR to facilitate the work of
the SC and TWG. The TWG could also build on and incorporate the participation of
the initial subgroups which formed as part of preparing this study (e.g., finance,
coconut, technology).

TOR and Proposed Pilot: As part of the draft TOR for preparing the program, key
technical tasks should include: "mapping" tree crop areas which are agronomically
and economically suitable for private sector investments; working out more precise
tree crop priorities based on comparative advantage and competitiveness assessments
(including relevant cross-country comparisons and potential "market niches" and
related marketing strategies for which Philippines has a comparative advantage), and
which could provide a "menu" of viable options for consideration by participating
investors and banks; identify "representative" areas and smallholder options to pilot
the initial phase, and where there are strong private sector and LGU interests to
participate; and

3 Links with RD Convergence Group/MTPDP: Given the cross-cutting nature of the
proposed program, it is suggested that the Steering Committee for Commercial Crops
Development and Diversification Program liaise closely with the recently established
Steering Committee on "Convergence Towards Sustainable Rural Development", and
the RD sector Planning Committee (for the MTPDP) which could provide overall
guidance to ensure the operational strategies are fully integrated with the broader
rural development strategies.
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